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PREFACE 


In these few pages I have attempted to present to the 
general reader a brief account of the various institutions 
which constitute what is known as the Indian Banking 
System The division of India into two dominions necessi- 
tates dealing with banking problems pertaimng m the 
mam to the dominion to which we belong But the book 
was written when partition was still m process and hence 
the treament has been as if India was undivided Moreover 
partition has not brought about any basic and fundamental 
change m regard to these institutions, though their sphere 
of action has become restricted In any case it is too early 
to assess the repurcussions of the division of the country 
on the Banking system 


I have endeavoured to use all available material on the 
subject and have taken every possible care Still it is 
possible that mistakes may be there and I should be grate- 
ful to the readers to point out these mistakes, if any, which 
I shall be glad to bear in mind 


I owe a debt of gratitude to many in connection with 
the preparation of this book Of them, I feel I must express 
my smcere thanks to Mr R V Murthy, MA Editor 
Commerce, Bombay, for helping me by going over the 

Oolw ri ?r and t0 Prm ^ lpa l L ‘ N Welmgkar of the Podar 
f i Commerce, Bombay who has given me every 
facikty for pursuits of this kind which ha? been a source 
of considerable encouragement to me 


Bombay, 

20th June, 1948 


M V SUBBA RAO 
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CHAPTER I 

DEVELOPMENT OF BANKING IN INDIA 

• 

It is now an established fact that India possessed some 
system of indigenous banking from very early times, though 
it was not similar to Banking on modern lines Evidence 
is forthcoming to show that money-lending existed even 
during the vedic period. History records the fact that, 
during the fifth century or thereabouts, the people were 
accustomed to the^Use of credit mstruments like Hundis, 
etc The BuddhisTTtferature also throws a flood of light 
on the various commercial and banking activities of the 
period References are found in the early literature of 
the period to sreshtis or bankers who flourished m im- 
portant towns like Champa, Raj agriha, Sravasti, Kausambi, 
and Avanti Their mam function was to finance the traders 
for the ordinary purposes of their trades, the merchant 
adventurers who went out by sea to foreign countries or 
explorers who traversed forests in search of valuable mate- 
rials, and Kings m times of war and other financial 
stress 1 


Writers on Dharmasastras and Arthasastras refei to 
rules regarding the rates of interest, though the former 
lestricted the activities to a particular section of the Hindu 
community, viz vaisyas It was, indeed, to protect the 
borrowers that the law of Damdupat was recognised and 
enforced under Hindu jurisprudence 


historians of the twelfth century also refer 
to the existence of Multams and Shroffs who not only fin- 
anced internal trade and commerce but also acted as 
bankers of the ruling dynasties of the period” It is also 
believed that foreign trade was greatly financed by the 
indigenous bankers An even more important function that 
™ 6 J? aI ? ers were ^performing, apart from lending money, 
^the busmess of money-changmg, which was -so neces- 
sary m those days when a large number of mints issued me- 
tallic currency of various denominations causing great em- 

eS^ the r hhC T \ ey also acted as revenue SL 
? 5 J** ? 10ne y-changer s to Government For 

£ f influence, the Jagat Seths or World 

comnarnwf 5J 1 ® seventeen th and eighteenth centuries are 
co mparable with any private banking house m any other 

page 12 Rep0rt ° f the Central Bankui e Enquiry Commrttee (1931), Volume 1, 
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country, and, indeed, they seem to have fulfilled many of 
the functions of a Central Bank — essentially a modem in- 
stitution i 

With the advent of the English traders m the seven- 
teenth century and the establishment of trading centres 
by the East India Company, the indigenous bankers found 
their position precarious Bemg unable to use the indigen- 
ous bankers for their 'trading and banking purposes, the 
East India Company encouraged the estabhment of what , 
were known as the Agency Houses ■> The English Agency 
Houses, established m Bombay and Calcutta, took upon 
themselves the business of banking in addition to their 
commercial and trading activities The flourishing trade 
which the East India Company carried on with the help 
of those Agency Houses is probably one of the factors 
which induced that company to oppose the establishment 
of banking institutions in India by the European tiading 
Houses m London trading with India and the East How- 
ever, the activities of these Agency Houses were restricted 
r to Port towns, and the indigenous bankers continued to have 
their trade m the interior parts of India The indigenous 
bankers, however, lost their most important business of 
moneychangmg, when the Coinage A dt' Was ’Jbassed. in -1835 
abolishing The several coinage systems already existing and 
establishing a unified currency system 

The founding of Agency Houses, 1- * which were semi- 
bankmg institutions, has already been referred to In addi- 
tion, the Presidency Banks and a number of Joint-Stock 
Banks ’ 1 ^ were established at the same time It is a matter 
of controversy whether the first Bank was founded in Mad- 
ras 2 or at Calcutta 3 Of the Banks established during this 
period the Presidency Banks are conspicuous The ear- 
liest to be established was the Bank of Bengal which 
received its charter m 1809 The' Bank was. established- to 
enable the Presidency Government to facihtate its bor- 

(1) Report of the Central Banking Enquiry Committee (1931), Volume 1, 

page 13 c 

* The Agency Houses of Messrs, Alexander & Co , founded the Bank of 
Hindustan in 1770 Messrs Palmer & Co , founded the General Bank of 
India m 1806 

** The Agency Houses of Alexander & Co , Cohn & Co . Mamtosh & Co , 
Collendon & Co , Palmer & Co , perished m 1829-30. ' 

*** The Banks established at this time are the General Bank of India, 
and the Bank of Hindustan The former perished m 1829 

(2) Dr M S Natarajan, A Study of the Capital Market of Madras Presi- 
dency, page 4 

(3) C N Cooke, quoted by the Central Banking Enquiry Committee, 
Report (1931) Vol 1, page 16 
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rowing" and other Government business Later on, the 
Banks 8 of Bombay and Madras were established m 1M0 
1843 respectively The Bank of Bengal had a capital 
of Rs One crore of which the Presidency Government con- 
tributed one-fifth while the Banks of Bombay and Madras 
had capitals of Rs 50 and Rs. 30 lakhs, respectively, of 
which the Governments of Bombay and Madras subscribed 
Rupees three lakhs in each case All the Presidency Banks 
had the right of note issue, transacted business of their 
respective Governments, and particularly helped them m 
their borrowing activities and generally acted as Bankers 
to the Governments of the Presidencies The Banks were, 
however, not allowed to deal m foreign exchange When 
the Bark of Bombay involved itself m the cotton crisis 
of 1862, resulting eventually in its liquidation, the need- 
foi controlling these banks was felt 

A new Bank of Bombay was established with a capital 
of Rs One crore and, at the same time, restrictions were 
imposed on the Presidency Banks They were particularly 
deprived of the right of note issue} m 1862 In order to com- 
pensate these hanks for the loss caused to them by the 
loss of the right of note issue, they were given the free 
use of Government balances and were appointed as agents 
to the new issue of notes by the Government By the 
Presidency Banks Act of 1876, the activities of these banks 
were regulated and their business restricted At the same 
, time, the Presidency Governments divested themselves of 
the interest they had in these banks by disposing of the 
shares held by them and discontinuing to appoint their 
nominees on the Directorate of, the banks The Presidency 
Banks continued as independent entities with the patron- 
age of the respective Presidency Governments till 1920 
when they were amalgamated into the present Imperial 
Bank of India 

The following figures indicate the progress of the three 
Presidency Banks from 1870 to 1920 — 

( figures m Crores of Rupees ) _____ 


Govt , Private Cash 

Paid up Re- or Public De- Balan- 

capital serves Deposits posits ces 

Rs Rs Rs Rs Rs 


Loans 
Invest- Ad- 
ments vances. 
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By the year 1860, a large number of jomt-stock banks 
had been established. These banks, which worked on the 
principle of unlimited liability, issued notes and also trans- 
acted foreign exchange business Since many out of these 
banks failed, putting a large number of 'hote-holders, de- 
positors, and share-holders into loss, the Act of 1860 was 
passed to regulate banking by recognising the principle of 
liability, for the first time. The growth of banking was 
very slow, even after I860* and, at the' end of the last 
century, there were only nine banks with a paid-up capital 
and reserves of Bs 5 lakhs and over Their aggre- 
gate paid-up capital and reserves was Rs li crores, while 
their total deposits amounted to Rs 9 crores. At the same 
time, the deposits of the Presidency Banks and Exchange 
Banks amounted to Rs 12 crores and Rs 10 crores, res- 
pectively 

During the early years of the present century, mostly 
due to the “Swadeshi Movement,” there was a considerable 
activity m banking activities as was the case m other 
spheres of economic life. ' By the year 1913, the number of 
banks with a paid-up capital and reserves of Rs 5 lakhs 
and over was 18, with a total paid-up capital and reserves 
amounting to Rs 4 crores and total deposits of Rs. 
27 crores, respectively In the year 1925, there were 28 
banks of this category, their paid-up capital and reserves 
amounting to Rs 1060 crores and deposits amounting to 
54 49 crores At the same time, there were as many as 46 “B” 
class banks with capital and reserves of Rs 1 18 crores and 
deposits amounting to Rs 3 41 crores, respectively Still the 
joint-stock banks did not compare favourably with either 
the Presidency Banks or the Exchange Banks, as the total 
deposits of the jomt-stock banks was only Rs 58 crores, 
while the private deposits of the Presidency Banks alone 
was Rs 77 83 crores, and the deposits m India of the Ex- 
change Banks was Rs 70 54 crores Even five years later, 
the jomt-stock banks having a number of 31 of “A” class 
banks and 54 “B” class banks did not compare favourably 
either with the Presidency Banks or the Exchange Banks 
In that year (1930), the jomt-stock banks of both “A” and 


* The following were some of the important Banks — 


The Allahabad Bank of India (1865) 

The Alliance Bank of Simla (1874) 

The Oudh Commercial Bank (1881) 

The Punjab National Bank (18941 
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' i 

*‘B” classes had total deposits of only Rs 67 56 crores as 
compared with the Presidency Banks (Imperial Bank of 
India) and the Exchange Banks which had Rs 76 60 and 
Rs 6811 crores, respectively 


By the year 1935, the joint-stock banks were able to 
gather strength and their total deposits amounted to Rs 
89 43 crores as compared with the Imperial Bank of India 
and the Exchange Banks which had Rs 79 10 crores and 
Rs 76 17 crores, respectively The number of baijks of 
“A” and “B” classes was 100 Their number increased to 
180 (A and B class banks) in 1940, and m 1943, their num- 
ber was 244 The deposits also increased from Rs 125 
crores m 1940 to Rs 359 88 crores m 1943.- The following 
Table shows the growth of joint-stock banks from 1870 to 
1943 


(figures in Crores of Rupees ) 


r 

Year 

i 

- 

No of 
Banks 

- “A” 
Class 
Banks 
Capital 
and Re- 
serves 
Rs 

Deposits 

Rs. 

Cash 

balances 

Rs 

No of 
Banks 

“B” 
Class 
Banks 
Capital 
and Re- 
serves 
Rs 

Deposits 

Rs 

Cash 

Bala- 

nce 

Rs 

|B ; ?!■ 
IB ! tj 

i SI 

j 

||S j 

§§■[ 4 2? 

i 3 

km ? s 

mKim 

2 

S 

5 

9 

16 

25 

28 

28 

29 

28 

33 

31 

34 
34 
34 
36 

38 

42 

39 

43 
51 
58 
63 
69 
92 



m rp 

\ 

^ 33 

46 

47 

48 

46 

45 

54 

51 

32 

55 

69 

62 

71 

108 

120 

119 

122 

125 

136 

132 

81 

1 18 

1 26 

1 22 

1 20 

1 15 

1 37 
’i 24 

1 29 

1 31 

1 49 

1 39 

1 47 
217 

2 41 

2 32 

2 43 

2 56 

2 71 
316 

/ 

2 33 

3 41 

3 47 

3 46 

3 50 

3 58 

4 31 

3 84 

3 93 

4 75 

5 11 

5 28 

5 46 

8 29 
8.72 
9.27 

11 04 

11 45 

15 60 

2 0 89 

*41 

67 

82 

52 

52 

45 

52 

47 

68 
82 
72 
82 

1 00 

1 33 

1 29 

1 37 
224 

2 67 

4 59 

6 69 
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Progress of Banks having' Capital and Reserves beta een Rs 1,00,000 and 

Rs 50,000 


Year 

Number of 
Banks 

Capital 

and 

Reserves 

Rs. 

« 

Deposits 

Rs 

\ 

Cash 

Balances. 

Rs 

1939 

112 

77 

2 98 

52 ' 

1940 


84 

2 86 

59 

1941 

124 


3 93, 

98 

1942 

137 

97 

4 95 

1 56 

1943 

141 

98 

0 26 

1 97 


Progress of Banks with Capital and Reserves of less than Rs 50,000 


Year 

Number of 
Banks 

Capital and 
Reserves 

Rs 

Deposits 

Rs 

Cash 

Balances 

Rs 

1939 

400 

70 

2 63 

38 

1940 

382 

60 

2 71 

47 

1941 

147 

26 

84 

13 

1942 

133 

23 

75 

13 


In addition to Indian joint-stock banks a large number 
of Banks, mostly of foreign origm, interested m the finan- 
cing of me foreign trade of India were established m this 
country during the last century The E&st India Company 
and the Agency Houses for some time succeeded m pre- 
venting the estabhshment of such banks fearing competi- 
tion from them However m 1862 the Oriental Trading 
Corporation was estabhshed and it obtained its charter 
to trade m India from the authorities in England without 
reference to the East India Company m India Thereafter 
one after another large numbef of Banks estabhshed in 
European and Asiatic countries opened their Offices m 
India The Table on page 11 shows the growth of Exchange 
Banks operating m India 

Present position of Banking: 

At the end of 1945, there were 75 scheduled banks 'ope- 
rating m British India, there were 68 non-scheduled banks 
with capital and reserves of more than Rs 5 lakhs ope- 
rating m British India and the more important states, 174 
non-scheduled banks with capital and reserves between Rs 
1 lakh and Rs 5 lakhs, 114 non-scheduled banks 
with capital and reserves between Rs 1 lakh and Rs. 
50,000, and about 244 non-scheduled banks with capital and 
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(Figures in crores of rupees) 


Year 

Number 

of 

Ranhs 

Capital and 
Rcscr\ cs 
in Pounds 
(000,000) 

Rs 

DcpositsTin 

India 

Rs. 

Cash Balance 
in India 

Rs 

1 

IglB ! 

: BT 

3 

4 

5 

8 

218 

3 07 

8 08 

13 77 

72 

3 40 
' 7 74 

10 30 

01 

1 80 

3 70 

2 39 

IfPE 

11 

34 31 

24 79 

4 38 


11 

90 22 

74 81 

25 17 

192 » 

18 

138 29 


9 41 

192G 

18 


71 54 

10 72 

1927 

18 

180 92 

08 80 

7 13 

1928 

18 

187 92 

71 83 

8 07 


18 

227 99 

GO 00 

9 07 


18 

193 02 

0811 

7 71 

1911 

17 

183 90 

07 17 

8 81 


18 

173 85 

73 00 

9 00 


18 


70 78 

0,71 


17 

141 02 

71 40 

7 07 


17 


7017 

12 55 


18 

| 127 90 

77 03 

10 27 

1937 

18 

128 30 

7120 

10 58 


! 18 . 

131 71 

07 20 

0 44 



127 95 

7417 

CSS 

1940 

20 

128 24 

87 32 

17 19 

1941 

17 

107 95 

100 73 

13 39 

1942 


100 09 

110 87 

12 20 

1943 

i lo 

i 


140 19 

1 

17 24 


reserves of less than Rs 50,000 The total number of branch 
' offices of the Scheduled Banks, including the Imperial Bank 
of India and the Exchange Banks was 2,933 The branch 
offices of the non-schedulecl banks with capital and re- 
serves of Rs 1 lakh and over numbered 1,934 during the 
same period The branch offices of banks with capital 
and reserves between Rs 50,000 and Rs 1 lakh num- 
bered 448 The total number of banking, offices of the 
Joint-stock category numbered 691 and their branches num- 
bered 5,315 In addition there were as many as 50 co-ope- 
rative banks with capital and reserves of Rs 5 lakhs 
and over and as many as 313 banks with capital and re- 
serves between Rs 1 lakh and Rs 5 lakhs 

Regional Distribution 

At the end of 1945 there were in India as many as 1,250 
places in. British Indian, provinces and 401 places m Indian 
States where there was either a jomt-stockbank or a branch 
office of a joint-stock bank, or a co-operative bank or a 
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branch of a co-operative bank The largest number of 
places or towns having banking offices was located m the 
Madras Presidency and there were the least number of 
towns with banking offices in Sind Province Of these 
m about 125 places, of which the largest number of- towns 
were located m Bombay Province, there was only a co- 
operative Bank The following table" is illustrative 


Provinces , 

Number 
of towns 

States 

Number 
of tow'ns 

Madras 

254 

Travancore 

65 

Bengal 

248 

Mysore 

32 

The Punjab 

184 

Hyderabad 

27 

Bombay 

172 

Cochin 

26 

United Provinces % 

149 

Patiala 

24 

Assam 

48 

Gwalior 

22 

Bihar 

85 

Baroda 

21- 

Cential Provinces and 

64 

Bikaner 

18 

Berar 

19 

Rewa 

18 

Orissa 

14 

Rajaputana States 

17 

N W F Province 

Sind 

13 

Kathiawar States 

31 


Even smaller states like Sangli, Kolhapur, Jmd, 
Kapurthala, Tri|pura, Indore, Jaipur, Idar, Cutch, Bhav- 
nagar, and Central-Indian states had organised Banks m 
their own territories The number of banks have increased 
particularly between 1939 and 1946, and the established 
Banking companies have also increased the number of their 
branch offices 


* Compiled from the Statistical Tables relating to Banks in India, 1944-45. 




CHAPTER n 

PROBLEM OF RURAL CREDIT 


The importance of agriculture as an occupation of 
nearly 70 per cent of the population hardly needs empha- 
sis The problem of financial needs of such a large number 
of people must receive greater attention than what is being 
bestowed at present What place agriculture occupies m 
the national economy will be clear from the following state- 
ment “Agriculture is not merely a way of making money 
by raismg crops, it is not merely an industry or a busi- 
ness, it is essentially a public function or service performed 
by private mdividuals for the care and use of the land 
in the national interest, farmers, m the course of their 
pursuit for living and private profit, are the custodians of 
the basis of the national life.” 1 

In India, agriculturists are confronted with this pro- 
blem acutely in spite of the country being vastly agricul- 
tural A brief resume of the problems which the agricul- 
turists have to face in India will not be out of place m this 
context 


First, there is the poverty of the masses which is be- 
yond descripion “The depth of poverty, the pervading 
presence of which cannot escape notice,” wrote the Simon 
Commissioners, "is not so easily realised ” 2 The poverty is 

j 1 ** of * ow mcome heavy expenditure of 
which the land revenue imposes a crushmg burden Vari- 
ous estimates have been made regarding the per capita 
mcome of the peasant These esimates rarely, if at all 

that thP°f^ eCt pict i ire However » it can be safely assumed 

eT CUltUriSt “ n0t hlgher *«* 

t ” h ° e Soi v 5 ? 

— m 1 919 and to 73 per cent m 1931 a The 

* .asm**; 

W S.rM B Nanavatiand T J 

13 
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result is obvious “The great mass of population directly 
depends on agriculture and there is no other industry from 
which any considerable part of the community derives 
its support ” 1 

The character of agriculture in India is such that it 
leaves no surplus or net return to the producer To a large 
majority of the people it is a mode of living rather than 
business, an economic proposition “To a great extent,” 
wrote the Eoyal Commissioners, “the cultivator in India 
labours not for ‘profit, nor for a net return, but for sub- 
sistence ” 2 The average size of a cultivator’s holding in 
India is very small - 3 This has been the result of age-long 
sub-division and fragmentation of 'land, thanks to our law 
of hendity or succession Due to the small size of the hold- 
ings and their scattered character, no large-scale improve- 
ment has beeri possible But the factor that has prevented 
the cultivator from making improvements is not so much 
the small holding as the economic weakness and the low 
income of the peasant himself 

Fourthly, the crops produced do not yield the farmer 
an adequate price Not that his produce has no demand 
But the inadequate price he receives is mainly due to the 
unorganised marketing conditions The cultivation of im- 
proved variety of seeds does not confer sufficient advantage 

(1) Indian Famine Commission Report, quoted by the Central Banking 
Enquiry Committee Report (1931), Vol 1, page 41 

(2) Report of the Royal Commission on Agriculture, quoted by the 
Central Banking Enquiry Committee Report (1931), Vol 1, page 53 

Percentage of Percentage of 

owner’s , Size of holding holdings to 

(*) Size of holding holdings to total holdings 

total holding s 

Between 5 and 10 18 0 

Over 10 acres 23 7 

" Percentage of 
Cultivators to total 
cultivation 


Below 1 acre 17 9 

Between 1 and 3 acres 25 5 

Between 3 and 5 acres 14 9 

Size of holding 


\ 


1 acre or less 
Between 1 and 2 acres 
Between 2 and 5 acres 
Between 5 and 10 acres 
Over 10 acres 


22 5 
15 4 
17 9 
20 5 

23 7 


(3) Royal Commission on Agriculture, pp 132-3 


USA 145 acres Germany 21 5 acres 

Denmark 40 acres England 20 0 acres 

Sweden 25 acres India 5 0 acres 

(B P Jam, Agricultural holdings in the 17 P , pp 26-27 ) 
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on the agriculturists, unless arrangements are made to pro- 
cure an adequate price m the market, for “the disorganised 
condition of the cultivators, which, in certain cases, is ac- 
centuated by the existence of the powerful organisations of 
the buyers and the lack of credit facilities enabling them 
to hold on to their crops m times of plenty, often prevents 
them to have a fair share for their produce ”1 


Added to these is the ancestral debt The statement 
that the “peasant is born in debt, lives m debt, and dies in 
debt” cannot be considered an exaggeration The .latest 
estimate made on the extent of rural indebtedness places 
the amount at Rs 1,200 crores 2 'The following figures, 
however, were quoted by the Central Banking Enquiry 
Committee regarding the indebtedness in Provinces 


Assam 

Rs 

22 Ciores 

Bengal 

Rs 

100 Crores 

Bombay 

81 „ 

Burma 

50 to 60 crores 

Central Province 

36 „ 

Coorg 

35 to 55 crores 

Punjab 

135 „ 

United Province 

124 crores 

Bihar and Onssa 

155 „ 

Central Areas 

18 crores 

Madras 

150 „ 



The important question, therefore, is to provide credit 
facilities to the agriculturist either to enable him to wait 
sometime in selling his crops or to enable him to pay 
off his ancestral debts or to enable him to make perma- 
nent improvement m land But here, again, he has neither 
organization nor credit facilities to help him as in coun- 
pI?L llke the . Un J ted States of America, Canada, Denmark, 
i^eimany, and other European countries Nor are the sav- 

SiSilut 00 ™? 1 t mty accesslble t0 him as are to the 

r^^T h t a™* business man While the manufacturer 

SS nt t. capita ! , b I subscn P‘«®> the farmer must raise 
much of his capital by personal credit 


Credit needs of Agriculturists: 

,^ gr j culb;irists require two lands of credit depending 
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The short-term credit is required to meet the current 
outgoings and to facilitate production. The current out- 
goings and expenses of production include the buying of 
cattle, agricultural improvements, purchase of manure and 
seeds, expenses of transplantation, in the case of „wet culti- 
vation, weeding, and hoeing of dry crops, and of reaping, 
gathering and threshing, maintenance of the farmer and 
his family and livestock, payment of revenue and rent, 
the outlay on the various items of improvements effected 
m the ordinary course of husbandry, such as levelling, deep 
ploughing, irrigation, clearance, draining, and fencing, etc 

The short-term credit is also required at the time of 
the harvest so as to enable him to meet his current expendi- 
ture, particularly the payment of land-revenue, so that 
he may not be under pressure to sell his crops immediately 
being m need of money. Any short-term credit must be 
capable of being repaid or liquidated as soon as the crops 
are sold The importance of credit for this purpose can 
hardly be exaggerated, “as their poverty, ignorance, and 
debt obligations compel them to sell their crops at what- 
ever price these may fetch immediately the harvesting is 
over” and “as it is necessary to create credit facilities en- 
abling them to withhold from the market a portion of their 
supply and exercise a certain degree of control over the 
price 1 

The long-term credit is required for obtaining fixed 
capital to be invested permanently for long periods It 
may be for the purchase of land or for acquisition of 
costly equipment, . consolidation and improvement of 
holdings, or for the repayment of a past debt 

While the security that the agriculturist is able to 
offer for short-term credit is his personal security and the 
security of his crops, that for long-term credit is his lands 
and other immoveable property 

The various credit agencies engaged in rural finance 
directly or uidirectly are the indigenous money-lenders 
and bankers, the co-operative movement, land mortgage 
banks, commercial banks, the Government and the Keserve 
Bank, which we shall discuss m 'later chapters 


(1) Report of the Central Banking Enquiry Committee (1931), Vol. 1 1 
page 46 


CHAPTER nr 


RURAL CREDIT AGENCIES 


INDIGENOUS MONEYLENDERS AND BANKERS 

Of all the private agencies, the individual moneylender* 
is by far the most important both from the pomt of view 
of numbers** and from that of volume of business The 
Central Banking Enquiry Committee Report has classified 
moneylenders mto professional and non-professional, and 
these 'again mto rural and urban, lnternant*** and others. 
Of these, the most conspicuous is the rural moneylender, 
whether he is professional or non-professional, or an agri- 
cultural moneylender A moneylender may be defined as 
a person who lends money with or without security m the 
course of 'his business 


Moneylender’s resources: 

A moneylender generally works with his own capital 
or by borrowing from urban moneylenders The urban 
moneylenders, in turn, borrow from the indigenous bank- 
ers, merchants and traders having dealings with joint- 
stock banks, Co-operative banks and societies 


System and methods of business: 

The methods of business and the system of accounts of 
a rural moneylender are simple, though such may differ 
from Province to Province In the same Province, too, 
each moneylender may have his own methods of b usiness 
for each transaction, mostly depending upon the circum- 
stances of the debtor, the nature of the security, and the 
locality and the resources of the moneylender himself 
Loans are often made on mutual trust, sometimes, even 
without a witness, and, sometimes, on the security of im- 
moveable property Loans are made on simple, usufruc- 
tuary mortgages and, sometimes, on mortgages with a con- 
dition of sale attached to it When it is a short-term loan, 
the moneylender accepts personal security, or he advances 
on the security of crops Where'it is a substantial sum and 

pr_ * ,s knovf ? UHder different names m different Provinces' 

S t he bama > nahajan, sahukar, aurora, nanavatt, and chetlv 

18fiR to i ion 1 ” * e L ylenders and bankers increased from 52,263 in 

S £ iZSOgggmJs) ° n * m G ‘ rret ' **“ *■“'/*'»« * BnMi 

*** The mtemant moneylenders are the Patterns, Kabults and Qmslwalas. 
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a long-term loan, he demands adequate security. He has 
neither account books nor any establishment like his city- 
counterpart (City Banker) In certain cases, the money- 
lender also combines the business of a trader In ancient 
India, the moneylender did a useful service and with the co- 
hesion of the village community and the local panchayat and 
with the honesty of the debtor, he was indeed a friend to the 
people' His (later day) practices are not commended by 
any of the banking committee reports. His aim, and some- 
times the sole object, is to get possession of the lands of 
his debtors 1 Landlords are dangerous Creditors as they 
acqmre a double hold on the tenant-borrows 2 In short, 
the practices of the moneylender have been summarised as 
follows “He is certainly no philanthropist, his object is 
to make money, and he is not always particular regarding 
the means by which he does it He will deduct the future 
interest from the principal before he pays it He will 
cause an illiterate borrower to put his thumb impression 
on a blank form and subsequently fill it with 'a sum m 
excess of the amount actually lent It is to him that the 
needy peasant turns for help m every trouble It is he* 
who finances the marriage ceremony and law-suits, the 
one as inevitable as the other” 

The rates of interest charged by the moneylenders 
vary from Province to Province and, m the same Province, 
from individual to individual in each case, depending upon 
die circumstances of the debtor, the need for a debt, and 
the security that the debtor is able to offer, and the re- 
sources of the moneylender himself, x as already stated * 

(1) Report of the Central Banking Enquiry Committee (1981), Vol -1. 
page 76 (quoting the Punjab Committee Report) 

(2) United Provinces Committee Report, quoted by the Central Banking 
Enquiry Committee Report (1931), Vol 1, page 76 

■^Bombay . 12 to 25% rising upto 50% m Sind 

Madras 12 to 24% rising to 36 to 48% 

U P 7 to 12%, 18 to 37$% village Sow car, 25 to 

30% Gram loans 

Bihar and Orissa 18 % to 374% for cash loans, 25 to 50% for 

Gram loans > 

Assam 12 to 75% 

The Punjab 6 to 12% for secured loans Loans secured no 

limit 

N W F 5 to 18% secured, other cases 13 to 36 % 

Ajmer and 

x , Mervvar 6 to 13$% for secured loans, 12 to 18% un- 

secured, Delhi secured 12 to 24% 

Bengal . 10 to 37% and 47 to 30% 

, Burma 18 to 24$% or 37 % for Cash loans, 48 to 60% 

(The above figures are quoted by the Central Banking Enquiry Com- 
mittee) 
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Legislative Measures to Control Moneylenders’ Activities: 

While it is tiue that the moneylender is the most im- 
portant constituent of the agricultural credit machinery, it 
is not possible to justify many of his practices and the 
charges he makes for Ins services The charges he makes 
are very often out of proportion to the lisk involved m 
the busmess and constitute an exploitation of the helpless- 
ness, ignorance, and necessity of the borrower Noi is the 
agricultural economy able to beai the strain of his extor- 
tion The credit dispensed by him, instead of conti lbutmg 
to the agricultural prospenty of the country, serves as a 
serious drag on it 1 It is therefore, necessary to regulate 
his activities, particularly so the exorbitant rates of inte- 
rest, and these unconeionable rates of interests have been, 
to some extent, reduced by the intervention of courts m 
individual cases where the intervention of courts is sought 
by the borrower under the earliest legislative measures 
adopted by various Provincial Governments 


The first enactment was the Usurious Loans Act pass- 
ed in 1918, which empowered the courts of Law to reopen 
and question all unjust and unfair transactions This had 
proved a dead letter Even the Royal Commission on Agri- 
culture said it was so The mam defect of the Usurious 
Loans Act was “that the entire machinery of providing 
relief to the agriculturist-debtor m respect of his interest 
payments was left to the initiative and discretion of the 
courts of law”, but the courts, in trying the cases, had to 
be guided only by legal issues and, in many cases, what 
was a just rate of interest would be impossible of decision, 
for that would be a question of fact and not a question of 
law Even when courts awarded just rates of interest tak- 
2? 1J £° consideration the circumstances of the transaction 
f °A e ’ S e rate ! Y orked hard on the agnculturisl- 

to earifer need for makin g suitable amendments 

to earlier legislative measures, and even enacting fresh 

measures was felt, the various Provmcll Goy- 

featureJ^ of ftjSf the . n . ecessai T legislation The mam 
ST/iif 4 ® Provincial legislation are three-fold and per- 
am to i ( 1 ) to registration and licensing of moneylenders 
tegulation of accounts, and (3) the SeguIatS^SISSt 

m ,3 e moneylenders’ Acts of most of the Provinces nro- 

rp e ^ at ‘°? a t d hcens “g & eaten 
rovmces like the CP , failure to o btain a registration cer- 

(1) Report of the Agricultural Finance Sub-committee (1014), page 59 
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tificate is punishable by a fine, and in the U P. it is punish- 
able with fine m addition toother penalties. In some Pro- 
vinces like the Punjab, failure to register will deprive the 
moneylenders of the right to seek the aid of Courts of 
Law to enforce their claims, but, m certain cases, they can 
enforce their claims only on payment of a fine 

The second feature iot these legislative measures is 
that they refer to regulation of accounts The Acts provide 
for the maintenance of accounts of each debtor separately 
m a prescribed form showing the particulars of the debt, 
interest amount etc , and also for the grant of receipts for 
payments received. In some Provinces, it is to be furnish- 
ed annually and, m others, only when demanded These 
Acts also provide that, when the moneylender-creditor has 
failed to maintain accounts, interest and costs may not be 
allowed In some Provinces like Orissa, failure to main- 
tain proper accounts is an offence punishable with fine, 
while, m Bihar, it is punishable with imprisonment or fine, 
or both In most of the Provinces, failure to maintain 
proper accounts make the moneylender liable to the can- 
cellation of his registration and licence. 

The third feature of the legislative measures to control 
moneylending relates to regulation of interest payments 
The Usurious Loans Act was amended for that purpose 
The Act as amended defines what rates should be deemed 
usurious v Further, m most Provinces, entry in the docu- 
ment of an amount higher than the principal actually ad- 
vanced is made punishable 

In Assam, any advertisement of moneylending busi- 
ness is an offence punishable with fine or imprisonment or 
both 

Working of the Moneylenders’ Acts: 

In most Provinces, the provisions of the Moneylenders’ 
Act are disregarded No data are available about the num- 
ber of moneylenders m each Province, or the number of 
those who have got themselves registered and licensed 
under the Act In the Punjab, while the number of money- 
lenders was estimated by the Provincial Banking Enquiry 
Committee at 55,000, only 17,438 moneylenders had regis- 
tered themselves upto 1940 In the Central Provinces, up-~ 
to 31st March, 1939, 37,796 moneylenders were registered 
out of a total of 39,068 1 It is reported that many small 
moneylenders have wound up their business because of 


(1) Report of the Agricultural Finance Sub-Committee (1944), page 61 . 
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the provision relating to the keeping of accounts On the 
whole, legislation to control moneylenders has so far prov- 
ed ineffective ^ 

While the moneylending legislation has resulted in the 
shrinkage of credit to the agricultuiist, the question as to 
whether moneylender should continue as an agency financ- 
ing rural needs require to be answered The Central Bank- 
ing Enquiry Committee held the uew that the proposal to 
introduce a system of licensing moneylenders, either com- 
pulsorily or voluntarily was not necessary and, therefoie, 
they were not m favour of it, for they believed that the 
moneylender had a useful role to play. They suggested that 
moneylenders may be induced to 30m co-operative societies 
under ceitam conditions, viz, that they ceased lending 
privately to members of such societies, that m course of 
time, joint-stock banks may entiust registered money- 
lenders, as they grow m strength and inspire moie confi- 
dence, with such agency functions as accepting deposits, 
making remittances and payments 


It is true that the moneylender played a beneficent 
role in ancient India In pre-British days there were two 
factors which prevented the moneylender from making 
unconscionable and unjust bargains First, the village was 
a cohesive and co-operative unit wheie public opinion was 
strong and the moneylender was bound to bow down to 
the public opinion Secondly, the State was indifferent m 
the matter of recovery of loans, mterest etc , as this func- 
tion was performed by the village fanchayat and questions 
of dispute were settled “equitably, promptly, and sum- 
Br * tish /ule, these checks have been large- 
t The ^ sin tegration of the village community 

weakened the position of the cultivator and the money- 
lenders and landgrabbers fully utilised their opportunity 

tivafo?i Pe TT 0 ^ Sh +t Wdness 311(1 resources to exploit the cul- 
tivator Under the new economic set up the moneylender 

Uoml Sit'aSd? and ’ f Ie Jp slatlon has failed, institu- 
of indmtod "re<S ? Sh ° Uld take the I*"* 


Indigenous Bankers* 

Lending money as not the only business of «« 
nous banker In fact, his most impoSTbimU Is b^f 
mg, such as the discounting of hundis and S, g 

a ° ® Be„, 1W,„„ ' 



22 , An Outline of Banking System m India 


tances, etc An indigenous banker finances industry and 
trade rather than consumption, but the moneylender finan- 
ces consumption. Both the banker and the moneylender 
advance partly with, and partly without, security the 
banker more often with than without, and the moneylender 
probably more often without than with Even so, the dis- 
tinction between a moneylender and a banker lies m the 
amount of capital owned and is often a question of degree 

Although exact figures are not available, there are 
large number of indigenous bankers * Indigenous banking 
is mainly restricted to certam castes and communities. 4 '* 

The indigenous bankers carry on their business from 
their own resources and from deposits received from the 
public These deposits may be in the form of current or 
fixed deposits The Marwari bankers rarely depend on 
deposits, much less do they borrow from banks They 
mostly rely on the funds of their community at Kajaputana 
which are available to them at the rate of 4 to 7 per cent 
Multani bankers also depend on then own resources, and 
they too borrow at comparatively low rates of interests of 
4 to 6 per cent from their community at Shikarpur Oc- 
casionally, they also borrow from Banks 

No reliable estimates of the capital employed are 
available for all the Provinces, but it is recognised that, 
amongst the agencies financing agriculture, internal trade, 
and small industries, the indigenous bankers occupy a pro- 
minent position. The Natukottai Chettiar capital employ- 
ed m Burma was estimated at Rs 75 crores, of which a 
sum of Rs 53 crores was supplied by proprietors of the 
firms, about Rs. 10 crores were borrowed from non-chettiar 
resources, and Rs 2£ crores obtained by deposits 


Province. 

Madras 

Bombay 

Bengal 

United Provinces 
The Punjab 
Burma 

Bihar and Orissa 

Central Provinces 
Assam 

Central Provinces 


Number 
No figure 

20,000 (including moneylenders). 

No figure (Number declining) 

250 (number of firms 7) 

66 

The Chettiar Offices numbered 1,650 
1,00,000 doing moneylending part of banking 
business, 700 shroffs paying Income-tax 
1 firm 

No information 

29 in Ajmer-Merwara, 43 in Delhi 
23 Hindu bankers in N W F m addition to 
large number of Muslims 


** The follow mg castes and communities are engaged m indigenous 
Banking business — 

MuUams, Marwans, Natukottai Chetties, and KaJJadkurchi Brahmins. 
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The indigenous bankers accept deposits As in the case 
f of joint-stock banks, the rates of interest offered by them 
' for current deposit differ from those paid on fixed deposits, 
and these further vary according to Provinces * 

The rates charged by them also vary from Province to 
Province, the status of the borrower, and the condition of 
the money market ** ( 

Their methods of busmess are simple, their accounts 
are kept m a simple and economical way, but they are 
accurate and efficient They usually carry on the busmess 
of discounting hundis, financing agriculture through money- 
lenders, and financing small-scale industries and trading 
activities 


The indigenous bankers draw and discount internal 
bills of exchange or hundis A hundi is darshani when 


* The Central Banking Enquiry Committee Report (1981) quotes the 
following figures relating to rates of mteiest paid by indigenous bankers when 
it conducted the enquiry 

Current Fixed 


Assam 

Bombay 

Bengal 

Bihar and Orissa 
Central Provinces 
Delhi 
N W F 
Madras 
The Punjab 
United Provinces 


4 to 9}% 6 to 7i% 

4 to 4}% (busy season) 8 to 4 (slack season) 

3 to 9% 6 to 12% 

to 6 % ( 1 st elass Shroff) 6 to 9% ( 2 nd class Shroff) 

5 to 6 % (on deposits for 12 months 
3 to 5% (and 6 to 7% for 6 months) 

3 to 8 % 

The rate vanes 
upto 6 % 

4 to 9% They borrow from each other 


- * T ^ e Central Banking Enquiry Committee Report (1931) Quotes the 
fo owing rates of interests charged by the indigenous bankers 

to dthra B? 1 lwS t fJ ane * d ir ° m J 9 i° 12 % to moneylender to 18% 
18 tn mo/T® e gaI mterest varied from 7*% to 15 to secured loans, from 
0 ** * 2 /o to unsecured loans On Khalpeta it was from 6 to 9 °/ nnri n n 
promissory notes it was from 2 to 9%, Muddata from 4 Z 12V and to non 

verbal Security 5 710 / on^lnan °™ am ® nts > 6 % for loa ns for 8 or 10 days on 
on loans to i° n Ioa j S 40 a . r ^“hi fas and cloth merchants, 9 to 12% 

Pmv,noe deale ? and vegetable merchants In the North Western 



* to 12 % m towns and 1 » to 18 of * ,1™ cle , an the rates were 

S S 18 *°A •££££* 
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it is payable on demand and Muddati when it is payable 
after a specified period of time A Darshani hundi may be 
dhanijog, shahjog, firmanjog or Dekhandar, all depending 
on the mode of payment If the bill is dhamjog, it is 
payable to the payee only If it is shahjog, then it is paya- 
ble to any respectable merchant or Shah A firmanjog 
hundi is payable to any person or order A Dekhandar 
hundi is payable to bearer 

A Muddati hundi may also be drawn m different forms, 
depending on the person and the mode of payment The 
rates which the indigenous bankers charge for the discount- 
ing of hundis is called the bazaar rate of discount which 
varies from 4 pef cent to 12 per cent all depending on the 
conditions m the money market and the resources of the 
indigenous bankers Even as between Bombay and 
Calcutta these rates differ 

Secondly, indigenous bankers giant loans to money- 
lenders m rural areas who, m turn, lend to agriculturists, 
m addition to financing traders either on promissory notes, 
or on bonds or mortgages 

The business of the indigenous bankers was clearly 
stated m a communication to the Reserve Bank of India 
by the President of the Bombay Shroffs’ Association, de- 
tailing their activities as follows 

“Buying and selling bills of Exchange, hundis and 
drafts, the negotiation of loans and advances, the collecting 
and transmitting of money, acting as agents for any per- 
son or persons, carrying on agency business of any des- 
cription, financing or assisting m financing any business, 
acquiring, by purchase or otherwise, any propeity immove- 
able or moveable, acquiring any lights or privileges which 
they may think necessary or convenient to acquire or 
the acquisition of which is likely to facilitate the realisa- 
tion of any securities held, or to prevent or dimmish any 
apprehended loss or 1 liability, managing, selling, and real- 
ising all property moveable and immoveable which may 
come into the possession of m satisfaction or part satis- 
faction of any of ’s claims, acqmnng or holding and 
generally dealing with any property any right title or in- 
terest m any property moveable or immoveable which may 
form part of the security for any loans or advances, or 
which may be connected with any such secunty, doing 
all such things as are incidental or conducive to the pro- 
motion or advancement of the business ”1 

(1) Reserve Bant of India, Statutory Report, page G1 
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In recent years, the indigenous bankers have combined 
trading with banking As their banking business has con- 
siderably declined owing to the competition of joint-stock 
banks and co-operative banks, they have been tempted to 
make up their lost ground in banking by resorting to trad- 
ing activities Even their business of financing internal 
trade is being gradually taken away from them owmg to 
the establishment of branches of importmg firms and ex- 
porting firms, with the consequence that they have taken 
to trading more and to banking less 

The indigenous bankers maintain a close relationship 
with the money market Generally to those indigenous 
bankers whose names are on the approved list of joint- 
stock banks, the Imperial Bank grants discounts and 
' advance facilities In the busy season, the Imperial Bank 
rediscounts hundis for them They are also given remit- 
tance facilities by the banks 


After examining the position of indigenous bankers 
the Central Banking Enquiry Committee came to the con- 
clusion that some action should be taken to improve the 
position of indigenous bankers to make them useful mem- 
bers of the Indian Banking system and that no compulsory 
measures should be taken to help or re-form indigenous 
bankers If they were compelled, the Committee opined, 
it would only accelerate the process of driving out these 
bankers from banking proper to other spheres of action. 
They, therefore proposed that, as soon as the Reserve 
Bank was established, the indigenous bankers, along with 
3omt-stock and co-operative banks should be brought into 
direct relations with that institution thereby providing 
them with rediscount facilities But the Committee also 
recognised that “the Reserve Bank could reZsraunt £& 

aore engaged in banking proper or are prepared to shed 
their business other than banking, should be ehmblp to hp 

approved 1154 the 1 Reserve Bank m the ?ame 
panner as the joint-stock banks ” 


The Reserve Bank and the Indigenous 

tastes^ - 

s was t a o 

ft? 1 ' maintained a list of mdigenom'bankers t Res ? rve 
it has been olfermg remittance faahhes k ° whom 



CHAPTER IV 

RURAL CREDIT AGENCIES 
CO-OPERATIVE MOVEMENT 

We have seen m the preceding chapter the various 
attempts made to control the activities of the moneylender 
and smoothen the terms on which the peasant can get cre- 
dit from, him, and we have also seen how legislation m 
that respect has not been quite effective We will now 
consider the part played by the Co-operative movement, as 
it is generally believed that a solution of the problem lies 
m the spread of the co-operative movement which not only 
supplies agricultural finance at reasonable terms but also 
ensures its proper use 

The co-operative movement is only of recent growth. 
The first Co-operative Act was passed m 1904 for the or- 
ganisation of credit societies The Act was again amend- 
ed m 1912 to make it possible for the movement to organise 
non-credit agencies, as also to constitute central banks and 
provincial banks With the transfer of co-operative port- 
folio to Provincial Governments, the movement has made 
advance The Table below shows the growth of co- 
operative societies 

STATEMENT SHOWING THE NUMBER, MEMBERSHIP, AND 

WORKING CAPITAL OF AGRICULTURAL SOCIETIES . 


(Including cattle Insurance and Land Mortgage Banks) and Total 

Working Capital 


Average for 5 

Number of Societies 

Membership 

Working 

Capital 

. years 

■ESSjEJB] 

v.. K 


B 

Total 

(Rs 1000) 

1906-07 to 1900-10 
1910-11 to 1914-15 
1915-16 to 1919-20 
1920-21 to 1924-25 
1925-26 to 1929-30 
1930-31 to 1934-35 

1940- 41 

1941- 42 

1942- 43 

1943- 44 

1944- 45 

1,713 

10,891 

25,873 

51,716 

83,093 

93,149 

1,23,976 

1,26,474 

1,26,305 

1,35,086 

1 36,647 

1,926 

11,786 

28,477 

57,707 

93,936 

1,05,714 

1,42,510 

1,45,424 

1,46,160 

1,55,706 

1,59,633 

1,07,643 

4,59,096 

9,02,930 

16,61,098 

27,91,562 

30,63,628 

44,46,452 

40,88,966 

46,13,261 

49,40,117 

51,52,070 

1,61,910 

5,48,253 

11,28,961 

21,54,687 

36,88,841 

43,22,269 

64,00,787 

67,35,233 

69,12,094 

76,85,820 

83,55,189 

6,812 

54,842 

1,51,847 

3,63,626 

7,48,913 

9,46,106 

10,93,229 

11,24,225 

12,11,432 

13,22,147 

14,66,338 
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At the bottom of the co-operative structure, there is 
the primary society, credit and non-credit, agricultural 
and non-agricultural. The agricultural societies are far 
greater m number than the non-agricultural societies 
Above the primary societies there are the central banks, 
and, finally, at the top, there are provincial banks. 


Primary Society: 

A primary society is an association of borrowers and 
non-borroweis consisting of residents of a particular loca- 
lity It is usually based on the Raiffeissen societies of 
Germany and works on the principle of unlimited liability, 
unless otherwise provided A society may be a ciedit 
society or a non-credit society An agricultural credit 
society is of immense significance to the agriculturists m 
the matter of providing credit to them It has a limited 
area of operations, usually a village or a group of villages 
The management of the society generally vests m a com- 
mittee of management consisting of five to ten members 
of whom the President and Secretary constitute import- 
ant executives They are elected annually bv the general 
body of members The President and the Secretary woik 
honoranly 


The Society gets funds for its workmg capital from 
entrance fees, share capital, deposits or loans from non- 
members, from central or provincial co-operative banks, 
from Government, the Reserve fund and other funds The 
share capital is not much, because agi lcultur ,.sts cannot 
invest much Deposits received by the society are of dif- 
ferent kinds They may be fixed, savings, recurring. De- 
posits from members are not much for the members 10 m 
the society only to satisfy their credit needs Even so, 
the deposits that a society is able to obtain invariably de- 
pend npon the rate of interest the society is able to pay 
and the confidence it is ; able te mfuse a^ong the p°,Mw 

wX, * 5 ? , 1S § enKrall y based on the unlimited liability 
basis, the well-to-do rarely join the society for fear of being 
involved m losses A further factor militating against thl 
society depending on deposits for working capital is that 
wpTT 1 ? 1 a°M 1SS1 j need y form a distinct group from the 
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other financing institution, a co-operative society is a small 
bank or a credit institution for providing financial assist- 
ance to its members, but only on a co-operative basis 

The society provides short-term credit to its members 
generally on personal security with sureties witnessing it 
and, sometimes, on mortgages Agricultural produce kept 
m godowns under lock and key of a society is becoming 
a common form of security m recent years 1 A society 
generally lays down the amount that can be borrowed by 
an individual member The object is, evidently, to dis- 
courage the members from borrowing for unproductive 
purposes At the end of 1944-45, there were, in all; 136,358 
agricultural societies, of which 115,780 were credit socie- 
ties The number of members of all agriculluial societies 
were 50 lakhs and the aggregate amount of working capi- 
tal was Rs 30 53 crores Of this, the shaie capital amount- 
ed to Rs 5 20 crores and reserve funds and other funds 
to Rs 7 99 and Rs 2 09 crores respectively The members’ 
and the non-members’ deposits amounted to Rs 2 39 and 
to Rs 1 82 crores respectively The Table on Page 26 
shows the position of, these societies at the end of 1944-45 

Central Banks* 

In the earlier stages, the credit societies weie financed 
by urban banks, which, m course of time, assumed to them- 
selves the position of central banks The number of such 
central banks and their importance increased after 1912, 
with the publication of the Maclegan Report 

A central bank js a federation of primary societies m 
a specified area The term “Banking Union” is applied to 
such a federation when a central society admits as its 
members not only primary societies but also individuals 
When the membership is confined to societies only and 
individuals are excluded, the term “banking Union” is 
applied In practice, the differentiation is practically dis- 
appearing. and individuals are also members m most co- 
operative banks everywhere 

A cential bank derives funds for its working capital 
from (a) capital, (b) reserves, (c) deposits, and (d) loans 
Of these, capital and reserves aie known as “owned capi- 
tal,” while deposits and loans are called “borrowed capital 
The deposits may be of various kinds, such as fixed, cur- 
rent, recurring, or prudent, or they may be provident and 
savings deposits Working capital by mea ns of loans may 

(1) W R S Saithianadh.m & J C Ryan, Co-operation, page 8 
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■consist of overdrafts and .short-terms from the Imperial 
Bank of India or 3 omt-stock banks or from Provincial or 
from other central banks or from Government Of 
these, the jomt-stock banks seldom piovide funds to 
central banks, but the Imperial Bank of India assists 
them consideiably by means of cash credits 1 Another 
source of funds for these central banks is the deposits of 
surplus funds of the primary societies affiliated to them 

These central banking organisations aie generally 
located at the headquarters of, or other important towns 
m, the districts and have, on their Boards of Management, 
individuals of influence and business capacity m addition 
to representatives of primary societies 


The business of these central banks consists m finan- 
cing primary credit societies They also act as balancing 
centres to them Generally, they do not transact any com- 
mercial business However, central banks m Bombay and 
Madras do banking business, such as acceptance of depo- 
sits, collection of bills, cheques, hundis, keeping of valuables 
m safe custody, purchase and sale of securities, advancing, 
at times, loans to individuals against fixed deposits, Gov- 
ernment paper, gold and silver and agricultural produce 
Central banks m Bombay have developed, to a large extent 
commercial business of advancing loans against agncultu- 
ral produce and m order to facilitate this business; several 
of them have introduced the system of normal membership 

fV* 1 ® of 1944 - 48 » there were m 
n and Indian States, 602 central banks and 

116417 g ,nm2?o S men ? bershl P of 83,914 individuals and 
116,411 societies Their share capital amounted to Rs 2 92 

crores, reserve and other funds to Rs 2 47 and r! 2 65 

to°Rs S societles an d individuals 

to Rs 27 81 crores, loans from Provincial Banks to R<; 3 

crores and funds from Government to Rs 0 63 crores The 
net profits of these banks amounted to Rs 52 la4s 

Provincial Co-operative Bank 

that cln+r a i af ter investigation. 
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other In order to put an end to this unsatisfactory state 
of affairs, therefore, the Maclegan Committee recommend- 
ed the creation of a Provincial Co-operative Bank which 
would be a bank “capable of attracting deposits from the 
richer urban classes and more suitably equipped to serve* 
as a channel between the co-operative movement and the 
joint-stock banks Most Provinces m India have Provin- 
cial Co-operatives Orissa and , N.W.F have no Pro- 
vincial Co-operative Banks Some Indian States, such 
as Mysore and Hyderabad, have similar institutions 
and are known as Apex Banks The constitution 
of these banks is not the same m all Provinces, 
though the method of working is the same In a large 
majority of cases the constitution is a mixed one, m that, 
both m the general body and on the directorate, there are 
individual shareholders m addition to representatives of 
co-operative banks and central banks. f There are no indi- 
vidual shareholders in the Punjab and Bengal Provincial 
Co-operative banks In the Provmcial Banks of Bombay, 
the Central Provinces and Berar, and Assam, there are pn- 
many societies as well as central banks as members Only 
m Madras, central banks are members of the Provincial 
Banks to the exclusion of primary societies 

The Provincial Co-operative Banks obtain funds for 
their working capital from deposits of affiliated societies 
or branches or from both as the case may be, as also from 


deposits by the public 

The Provincial Co-operative Bank is usually managed 
by a Board of Management or Directors The composi- 
tion of the Board is. not the same m all the Provinces 
The Boards of Management of Provincial Banks of most 
of the Provinces consist of - representatives of individuals 
and societies, except in the case of the Boards of Manage- 
ment of the Punjab and the Bengal Provincial Co-opera- 
tive Banks ,'which have representatives of shareholding 
societies only The Registrars of Co-operative Societies 
are ex-officio members of the Boards of Management ol 
the Provmcial Banks of the Punjab, the Central Provinces 
and Berar, Bihar and Sind In addition, the Punjab Pro- 
vincial Co-operative Bank has on its Board the Financial 
Adviser of the Co-operative Department as a member. 
Similarly the Financial Adviser to the Bihar Goverimient 
also is a member on the Board of Management of the Bihar 
Provincial Co-operative Bank On the Board of Manage- 
ment of the Central Provinces and Berar Co-operaliv 
Bank, it is the Financial Secretary who is a member 
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The functions of the Apex Banks 01 Provincial Co- 
operative Banks are to give financial accommodation to 
the Central Co-operative Banks and, through them, to the 
primary societies They also carry on ordinal y banking 
business, such as “collecting lnmdis and dividends from ' 
compames and collecting the pay and pensions of the pub- 
lic servants” At the end of the yeai 1944-45, theie weie 
9 Provincial Co-operative Banks in British India and 
2 m the Indian States of Mysoie and Hyderabad. Their 
membership consisted of 6,495 individuals dnd 19,519 socie- 
ties The total working capital of the Provincial Co-ope- 
rative Banks, including those m the Indian States, dunng 
the same period amounted to Rs 20 58 crores, of which the 
share capital amounted to Rs 0 96 crores, the reserve fund 
and other funds to Rs 0 62 crores and Rs 1 12 crores, res- 
pectively The deposits from individuals and other sources 
amounted to Rs 8 83 ciores, and the loans from Govern- 
ment amount to Rs 0 30 crores 

Except m Bombay and Sind the Provincial Banks do 
not advance loans directly to the pnmaiy societies The 
Bombay Provincial Co-operative Bank, however, acts as 
a financing agency for societies in nine districts through 
31 branches Since 1934-36, the Sind Provincial Co-opera- 
tive Bank has been advancing directly to the pumary 
societies In Madras, the Reserve funds of the central 
banks are deposited with the Provincial Co-operative 
Bank i - r 


Conclusion 

The success or otherwise of the co-operative movement 
depends, first, upon the fact whether the institutions and 
the movement are financially sound, and, secondly whe- 
ther the Co-operative movement has fulfilled the objects 
for which it was established The leal test of success 
of the co-operative movement lies m whether or not it has 
been able to provide adequate credit at cheap rates and 
on reasonable terms to the agriculturists, m other words, 

effSvJsubthhft 11 ? 11 ff le t0 relpace > and function as an 
ettectrv e substitute to, the rural moneylender 

he fi , nanc i al Position of the movement may 

d be fairly satlsf actory Although overdues had 
nn mcrease for a number of years, they have been 

on the decline m recent years, thanks to the high agncul- 
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tural prices The number of societies failing and the 
amount involved also provide an mdex of the solvency of ^ 
the movement Invariably, the solvency of a society, de-‘ 
pends on the solvency of its members and, therefore, with 
the return of conditions of agricultural prosperity, the 
position of the societies can be stated to have improved to 
a very great extent From the financial standpoint, there- 
fore, the co-operative movement can hardly be pronounced 
to have been a failure 

In considering the question of cheap and timely* credit, 
we have to examine whether the credit obtained has been 
secured at a cheaper rate of interest than that charged by 
the moneylender and also whether the formalities that! 
the borrower has had to observe are relatively less severe 
and less humiliating to those of the moneylender Judged 
from either of these points of view, the co-operative move- 
ment cannot be declared to have proved a complete suc- 
cess I 

It is true the Co-operative Banks and primary credit 
societies have, m recent years, tried to reduce the rates 
of interest on loans But even so, the rates at which the 
members of primary societies are able to obtain finance 
are still too high to make its use profitable The following 
are the rates of interest charged by primary societies m 
the various Provinces 1 


Province 


Rales per cent 


Madras . 

Bombay 

Sind 

Bengal 

Bihar 

Orissa 

United Provinces 
The Punjab 

Central Provinces and Ber.ir 
Assam 
N W F 


7 \ 

0 and 3/8 

9 and 3/8 to 10 and 15/16 
l 9 } 

8 and 3/8, 124 and 15 and 5/8 

8 

9 

2 to m 
7 


12J 
12 1 


It is seen from the foregoing table that the rates of 
interest are still very high and as such the agriculturists 


can ill afford to pay 


Secondly, the formalities that the agriculturist-bor- 
rower has to observe are of a .nature which well nigh dis- 
suades him from applying for a loan One of the chief 
'defects of the co-operative movement is the delay m ob- 
taining loans from societies In'some areas, members have 
to wait for one to two months after applying for a loan 


(1) Report of the Agricultural Finance Sub-Committee (1944), page 50 
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before they can get it At times, the agriculturist requires 
money at short notice, as, for instance, for his current 
agricultural needs, if the society cannot accommodate him 
promptly, he is perforce driven to the moneylender ^ In 
addition to the delay, accordmg to competent people, the 
member borrower has to submit himseif to cross examina- 
tion like a criminal before a prosecuting Inspector, by the 
members of the managing committee The fact' is that, 
m the rura 1 societies, “the well-to-do form a distinct class, 
from the needy,” and the control of the society invariably 
vesting m the former, they are rarely likely to realise 
the needs of the latter — the needy agriculturists 

A further factor militating against the success of the 
co-operative movement is the lack of genuine co-operators 
In India, people with business interests, and other well- 
to-do persons make co-operative movement a “career” 
People iyho propagate co-operative principles should also 
practise them Wheie the private interests of co-operators 
conflict with their public mission, it is likely that the for- 
mer will triumph over the latter 


There are other drawbacks too The defective audit, 
the isolation of the Central Hanks, the objectionable piac- 
tices of the members of the managing committees, and the 
growth of party spirit among the members composing 
these societies have all tended -to discredit the movement 
However, many of these defects can be remedied This 
can be done by the State taking an increased interest m 
the working of these societies It is not enough, if the 
State restricts its activities merely to registration and occa- 

, S* e Pr °™ aal Governments should 
°® c f, rs o£ „ the revenue and the agricultural de- 
partments of the villages on the managing boards of the 
village societies and constantly guide them with' their 
advice and co-operation By mS ofTs, rt is seSf 

^ J?5 ,veri ? 1 ’i 1 ® n£ ca f 1 gauge, from time to time the actual 
progress of these societies all over the Province 




CHAPTER V 


RURAL CREDIT AGENCIES 

LONG-TERM FINANCE— LAND MORTGAGE BANKS 
DEBT CONCILIATION AND REDEMPTION 

While short-term credit can be provided to the Agri- 
culturists by the rural credit agencies such as societies, 
long-term credit can be provided only by special institu- 
tions created for that purpose The ideal institution is the 
Land Mortgage Bank. 

Generally, Land Mortgage Banks are associations of 
borrowers and non-borrowers created for the purpose of 
granting loans to members to enable them to redeem their 
past debts, for enabling them to make long-term improve- 
ments m their lands. 

There are three types of Land Mortgage Banks. — 

(1) the co-operative type, 

(11) the commercial type, and 

(111) the quasi-co-operative type 

The strictly co-operative type is an association of bor- 
rowers who raise credit by the issue of mortgage bonds 
bearing interest and made payable to the bearer 
This type is represented by the Prussian Farm Mortgage 
Mutual Credit Associations, which are associations of bor- 
rowers They have no capital, and credit is created by 
issue of mortgage bonds payable to bearer and bearing 
interest The Federal Farm Loans Banks of the USA 
are also illustrative of the co-operative type The second 
is the commercial type which works for profits and de- 
clares dividends Though the commercial type Land Mort- 
gage Banks work as joint-stock concerns, the state exer- 
cises some measure of control over their operations m 
order to ensure that they do not cause hardship’ to bor- 
rowers and that they fulfil their obligations to their in- 
vestors and debenture holders The Joint-Stock Land 
Mortgage Banks of European countries are examples of 
this type The third is the quasi-co-operative type Asso- 
ciations with membership of borrowers operating over 
fairly large areas and formed with share capital, With limi- 
tation of voting rights, irrespective of the -shares held, 

34 
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and working on a limited liability basis, are examples of 
this type What is found m India is the quasi-co-operative 
type The co-operative type has not fully developed here, 
“although there are substantial elements of the co-opera- 
tive theory and practice in all these Banks” 

The Land Mortgage Banks obtain funds from share 
capital and from other sources like loans from individuals 
and barks and societies, deposits and debentures The 
debentures may be subscribed by the public or by the 
Government The Reserve Fund and other funds also 
form part of the working capital However, the bulk of 
their capital is derived from debentures The Land Mort- 
gage Banks m Madras, Bombay, the CP and Berar, 
Cochin, and Baroda have obtained their funds for working 
capital from debentures for which the respective Govern- 
ments have guaranteed prmcipal and interest to debenture 
holders These debentures, it may be noted, are classified as 
“trustee securities” In view of the difference of opinion 
between the Reserve Bank, on the one side, and the Pro- 
vincial Governments and the Land Mortgage Banks, on the 
other, regarding the Government guarantee on the deben- 
tures over a long period (as the former considers that 
the guarantee should cease after a period to make the 
movement self-supporting), the question of recognising 
the debentures for the purpose of granting loans by the 
Reserve Bank is kept m abeyance 1 The Provincial Gov- 
lerhments are also assisting them in other ways by supply- 
mg them with free services of valuation officers and other 
departmental officers and granting them subsidies m the 
initial stages m some cases e 


Co-operative Land Mortgage Banks have not developed 
j? ln6 £ The £ rst Land Mortgage Bank was esta- 
bhshed in Jhang in the Punjab. Other banks were esta- 
blished in the Punjab later on But they did not make 

re £ b ®g mnl »g may; therefore, be said 
TsJSTEr b + en In ^ de 1 Wlt ^ the establishment of the central 
Land Mortgage Bank in 1929, m Madras Thereafter other 

ProvmS M ta i es als ° established similar institutions 
Mwe ha^ nS-^? S T an 5 and Indian States hke 

S r w& of a Mortgiee Banks » ^ 

217 Slt M B Nanavatl and J J Anjana, Indian Rural Problem, page 
(2) Report of the Agricultural Finance Sub-Comnuttee (1944), page 54 
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Land Mortgage Banks in India advance loans repayable 
within a comparatively shorter period than m other coun- 
tries While the maximum period allowed for the repayment 
of such loans in India is 20_years, it is 30 years m Finland, 
33 years in Chile, 36£ years in New Zealand, 42 years in 
Austraha, 50 years m Italy and JajSan, 54J years m. Austria, 
57 years m Switzerland, 60 years in Denmark, 63 years m 
Hungary, 681 years m Ireland, and 75 years m France i 


Loans are generally granted upto a limit of Its 5,000 
in the case of mdividual borrowers According to the 
Report of the Central Banking Enquiry Committee, the 
societies m Bombay had power to advance loans upto 50 
per cent of the value of the encumbered land, or, in special 
circumstances of house property, not more than ten times 
the value of their paid-up share capital in Bengal, and m 
Assam, the Kamrup and Sylhet Banks granted loans to the 
extent of only 50 per cent of the market value of the land 2 
In the Madras Presidency, Banks situated in the Deltaic 
areas lend up to Rs 15,000 and others up to Rs 10,000 


The rates of interest which Land Mortgage Banks pay 
on loans and deposits naturally differ from the rates they 
charge to the borrowers The rates m both cases differ 
according to Provinces and States The following figures 
show the rates for the year 1942-43 3 


Borrow mgs Lendings 
per cent per cent 


Madras 

Bombay 

Bengal 

Orissa 

United Province 
Punjab 

Central Provinces 
Assam 

Ajmer-Merwara 

Mysore 

Baroda 

Cochm 


and Berar 


— 5 

6 

5 

04 

5 

8 | 


7 

5 

74 

4 * 

7" 

5 

7 

6 

n 

H 

8 

G 

7 

2V 

6 

4' 

G 


The Land Mortgage Banks operatmg m the country 

cess Bit tSl W i rk and with substantial* su<n 

ss But the development is still small as compared with 


page ( 69 RePOrt ° f the Central Banking Enquiry Committee (1931), Vol T, 
(2) Ibid , page 164 

1942-43 State ^Tabterel a tmg to Co-operative Movement in India, 1941-42 
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the long-term finance requirements of the country. The 
business of the existing Land Mortgage Banks should be 
developed, wherever possible, with State assistance, if 
need be The rates of interest charged by these Banks are 
high and the agriculturists are not likely to make much use 
of their finance unless the rate is reduced to say 4 per cent 
which can be done by means of State subsidies 1 

Land Mortgage Banks m India advance loans only for 
the redemption of past debts, and it is suggested that they 
should also advance funds for the purpose of improvement 
of lands While it is true that they should advance loans 
required for long-term development of land, the slender 
resources of these Banks are hardly sufficient'' to advance 
for the liquidation of rural indebtedness of the immense 
magnitude that India’s is, and it looks, therefore, inevitable 
that their activities should be limited to making loans for 
redemption of old debts 

While Co-operative- Land Mortgage Banks enable the 
ordinary agriculturist with limited means to pay off his 
old debt, the needs of bigger landlords can be met by the 
creation of Jomt-Stock Land Mortgage Banks In fact, the 
Central Banking Enquiry Committee has recolmmended 
the establishment of such Banks. 

n 

DEBT CONCILIATION AND REDEMPTION 

In providing long-term credit to the agriculturists to 
pay off their antecedent debt, the Land Mortgage Banks 
can serve only those who can offer some security and are 
able to save something out of their current income to pay 
off the instalments However, m a large ipajonty of cases, 
the mcomes of the agriculturists are hardly enough for 
their living, as agriculture m India ls.morejorjtess a mode 
of living than a lucrative business The fact that there 
is need Tomorrow to pay off an old debt is m itself a suffi- 
cient evidence of the deteriorating position of the agri- 
culturist A burden of debt in which there is a significant 
renewal of old debts cannot but have a dragging effect 
on the economy The problem of reducing the indebted- 
ness of the peasants is, therefore, of the utmost importance 
Unless the agricultural economy is freed of the incubus 
of a heavy, accumulated debt, it will not begin to function 
normally, and as long as the charge on the current income 


(1) Report of the Agricultural Finance Sub-Committee (1944), page 54. 
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of the producer on account of interest and repayment of 
old debts is not placed at a reasonable level , 1 any system 
or scheme of finance will not have a chance of successful 
operation It is, therefore, recognised that the adjustment 
of old debts must be brought in order to allow for the nor- 
mal functioning of the economy of the producer and as a 
necessary preliminary to any organisation of agricultural 
finance that may be built up 


Realising the gravity of the problem, no doubt, the 
Central Banking Enquiry Committee recommended that 
the Provincial Governments should appoint special officers 
to brmg about voluntary conciliation' by inducing debtors 
and creditors to agree to a settlement of the debt amount 
and for the repayment of such settled amount either imme- 
diately or by instalments within a definite period These 
payments may be made through co-operative societies, and, 
when payments are fixed by instalments, the instalment 
should be within the repaying capacity of the debtor with- 
out any burden on current productivity 

Attempts made by the Provincial Governments were 
threefold, first they attempted conciliation, purely volun- 
tary* by administrative orders, the next attempt was in 
me form of legislation for voluntary conciliation and re- 
duction of the debt amount, thirdly, when these methods 
failed, they legislated for compulsory scaling down of debts. 

have been made by Provincial Governments 
since 1890 to brmg about an adjustment of debts In the 
Central Provinces, between 1890-1900, the local panchayat 
was used as the conciliation agency under the supervision 
of a Government Officer for this purpose The debtors and 
creditors were required to sign an agreement to abide by 
its decision, the creditors were asked to submit a state- 
ment/ of claims and sign a declaration that the statement 
was complete and that any claim not listed would be con- 
adered void. The debtor’s paying capacity was tSi 

the '“ s telLnt amounts, and 
t rest was allowed only on overdue loans at 62- per cent 
for cash loans and 12 i per cent for grain loans HowSSr 

d*te ma 4 t ge t^,, Wa /f« eated red " em the compounded 
a^nte^oRs “629 e ik°s OI St 0n ““T the M 

Rs 1217 ! lakh. d ? e amount remitted was 

to Onssa diSng mTll hv tbTrll Were ? * de 111 Ranc!u 

gjg not beyond 

d) Report OI we Agricultural Furnace bcb-CJorarntta, (I941) , p „ e 17 . , 
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redemption by advancing loans at 6£ per cent, the loans 
to be repaid by instalments over a period adjusted m rela- 
tion to the amount of debt and the value of the debtor’s 
holding. 

„ Co-operative Societies and Land Mortgage Banks also 
tried to adjust old debts as far as possible. But these at- 
tempts were small compared to the magnitude of the pro- 
blem 

Apart from the adoption of administrative measures to 
adjust debts in the Central Provinces, attempts were made 
m other Provinces to brmg about voluntary conciliation of 
debts by legislative measures. The most significant of such 
measures was the Deccan Agriculturists Relief Act of 
1879, passed m Bombay This Act authorised the Courts, 
inter alia, to examine the history of the debts, take an 
account of interest, and to spread the amount actually due 
over a number of instalments For the first time, legisla- 
tion was enacted for the creation of a Debt Conciliation 
machinery. It enabled debtors and creditors to apply to the 
conciliators, to be appointed by the Provincial Govern- 
ments, to effect an amicable settlement of the debt It was, 
however, found in practice that many moneylenders 
secured a place on the Conciliation Boards and always had 
the upper hand in them In many cases the conciliators 
themselves colluded with the creditors, and certified agree' 
ments (which the courts had no power to reject) favour- 
able to the latter were concluded, with the result that 
the purpose of the Act was nullified. In many cases, ncK 
conciliation could be effected The provisions relating to 
conciliation were therefore repealed in 1911 1 

But the attempts to relieve the peasant was not aban- 
doned The Contract Act was amended so as to empower 
Courts of Law to give relief to debtors in cases of un- 
conscionable bargains, on proof of undue influence, or 
where the bargain confirmed any stipulation by way of 
penalty It was of little effect “In a country where the 
moneylenders are mostly men of education and intelli- 
gence and where the majority of agriculturists are gene- 
lally ignorant and illiterate, it is extremely difficult to 
prove undue influence. It is equally difficult to prove that 
the bargam is unconscionable ” 

The simple agriculturist or artisan is so severely press- 
ed for accommodation that he has no free will at all, and 

(1) Report of the Agricultural Finance Sub-Committee (1944), page 18 
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ignorant that the rate of interest could be lower than the 
prevailing usurious rate cheerfully agrees to the exorbitent 
terms offered 1 


The Usurious Loans Act (1918) was applied empower- 
ing the Courts to provide relief against excessive rates of 
interests Even this measure failed, and failure was mainly 
due to reasons like the uncertainty of the provisions of 
the Act, the difficulty of proving what was an excessive 
rate of interest, and, finally, the difficulty of proving undue 
influence The defect of the Act was that, unless the debtor 
pleaded the Act, no court was bound to interfere The 
debtor, m the absence of an alternative agency to offer 
credit facilities, rarely invoked the aid of the Courts The 
rule of Damdupat was applied in some Provinces, and, m 
some Provinces, the decision of the High Courts nullified 
the benefits of the provisions to the debtors In some Pro- 
vinces, Land Alienation Acts were passed protecting the 
lands of the borrowers from passing into the hands of the 
moneylenders 


These attempts were made only here and there and 
offered no substantial relief to the debtors With the 
coming of depression, the plight of the agriculturists became 
still more precarious Fortunately, the State intervened to 
tackle this problem afresh Several Provinces afforded re- 
lief by passing Acts to reduce the rates of interests and to 
protect the property of the debtors against attachment by 
creditors and even by easing the laws of insolvency These 
proved ineffective, particularly because of sentimental ob- 
jection by the debtors against being declared insolvents 


The Provincial Governments also passed legislative 
measures to afford real relief to the indebted peasantry 4 
Most Provinces like Bombay, Madras, Central Provinces 
and Berar, Bengal and Assam passed Debt Conciliation Acts 
providing a machinery for debt conciliation and settle- 
men + td ^ n j er ^ese Acts, Debt Conciliation and Settle- 
ment Boards were set up in each Province for the amicable 

ora t Tthe credrtor^ mOUnt “ d ltS re P a y ffient by debt- 


'a A h + e method adopted was one of voluntary conciliation 
A debtor as well as a creditor could apply to the Board 
for the adjustment of the debts On the receipt of the 
application, the creditors were asked to submit their cla ims 

(i) Bengal Banking Enquiry Committee Report, page 164 ' 

G Abhyan* 
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with the condition that a claim not listed would not be 
considered later on. The debtor would also be asked to 
submit details of his debts, his assets and liabilities The 
Conciliation Board would hear both the parties and wit- 
nesses, if any, and, thereafter would reduce the term's of 
settlement into writing In the Central Provinces and 
Berar, the Punjab, Bengal, and Assam, the terms were to 
be reduced into writing only if creditors to whom 40 per 
cent of the debt was owing agreed to it, while the Madras 
Act provided that the terms of settlement could be reduced 
into writing only if creditors' to whom 50 per cent of the 
debt was owing agreed to it. The Bengal Act further pro- 
vided that where the debtor was unable to pay the reduced 
amount within 25 instalments, the Board may declare him 
an insolvent In some Provinces in order to induce the 
creditors to agree to conciliation, priority was given to ad- 
justed debts m the matter of payment over others, these 
debts, particularly defaulted instalments, being recoverable 
as land revenue 1 

In many Provinces, the Acts required that, where a 
fair settlement was brought about by the Board between 
the debtors and creditors and the creditors were not agree- 
able to such reasonable settlement, the Boards were em- 
powered to grant a certificate by which the creditors were 
prevented from claiming a higher rate of interest than 
6 per cent from the date of the settlement, and, m some 
Provinces the Acts denied costs altogether in addition m 
a suit by the creditors against the debtors The Smd Con- 
ciliation Act further provided that the claim of the refus- 
ing creditors for the payment would be postponed until the 
moneys due to the settled creditors were paid 

The awards of the Debt Conciliation Boards were final 
and could not be called into question m any civil court 
However, Boards were allowed to review their decisions, 
and, m some Provinces, appeal was provided to the Collec- 
tors against the decisions of the Boards 

The working of the Debt Conciliation Boards has not 
yielded successful results m all Provinces, though, in some 
Provinces, they have been a substantial success In some 
Provinces the debtors have received substantial relief 
Thus in Bengal, till the end of March, 1944, a total debt 
of Bs 5,016 02 lakhs have been scaled down to 
Rs 1,796 28 lakhs representing a reduction of 64 
per cent In the Central Provinces and Berar, the 
Boards were able to settle debts amounting to 

(1) Report of the Agricultural Finance Sub-Committee (1944), P°8 e 
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Us 1,561 02 lakhs tc Rs 774,85 lakhs, that is, to an amount 
little less than 50 per cent Similarly, m the Punjab, during 
one year 1939-40, debt of Rs 91 45 lakhs was reduced by 
Rs 55 6 lakhs The Relief Courts established m Madras, 
m addition to Debt Conciliation Boards, and the Relief 
Courts established m Central Provinces superseding the 
Conciliation Boards scaled down claims of Rs 931 21 lakhs 
and Rs 428 09 lakhs to Rs 444 00 lakhs and Rs 299 8 lakhs, 
respectively i 

However, some Provincial Governments, for the first 
time, abandoned the voluntary method and legislated for 
compulsory scaling down of debts In the Central Pro- 
vinces and Berar, the Debt Conciliation Boards weie abo- 
lished by replacing the Debt Conciliation These measures 
were inadequate, for they did not aim at a permanent solu- 
tion of the chrome problem of agricultural indebtedness 
'The defect of the machinery employed was patent, m that 
the conciliation procedure was purely voluntary Even 
in Provinces where Debt Relief Courts were functioning 
unless the debtor mvoked their aid, nothing could be done' 
Perhaps the greater reason for the failure of these efforts 
was that as there was no alternative credit agency available 
to finance the current needs of agriculturist, he was not 
willing to antagonise the moneylender by approaching Debt 
Conciliation Boards or Debt Relief Courts for relief and 
assistance Moreover, the jurisdiction of the Boaids m 
several Provinces was limited to debts below a certain 
maximum varying from Rs 500/- m Assam to Rs 50,000/- 
m the Central Provinces In some Provinces, debts below 
junsdSmn am0Unt W6re altogether excluded from their 

In addition to these attempts made, the Provincial Gov- 
ernments m recent times have passed legislation for the 
rSSS 1 ? 7 adjustment and scaling down of debts In the 
wSo l P i r T2 C f S andBerar > the Debt Conciliation Boards 
S r?^ ed by replacing the Debt Act of 1933 and Debt 
RehS S wlkTJ 6 Set A U ? m their place b y Passing the 
nWioncS b d Sf S A * ct i 1939 ’ t0 deal Wlth aU new ap- 

1 * futu S e ’ be P referre d to the Courts 
™ ncihatlon adopted hitherto was abandon- 
ed and the courts were empowered to review debts wh 
m respset of prmcipal and interest, subjecT to thl Law If 
“ mdu P a f an d the Usurious Loans Act Under +Via a of 
the Courts in the Central Provinces reon^mS £ Act ’ 
fron sjnade 12 years belo J CS 

(1) Rep ° rt ° C the A 8 n cultuTal Finance Sub-Committee (194i), page 23 
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1st January 1932 whichever was earlier, and ascertained 
as far as possible the date on which each loan was originally 
advanced The Courts reduced the principal amount by 
30 per cent if the debt was incurred on or before 31st 
December, 1925, by 20 per cent if between 31st December, 
1925 and 31st December, 1929 and 15 per cent if between 
31st December, 1929 and 31st December, 1931. Where the 
debtor had transferable property and was willing to trans- 
fer his property to his creditors in lieu of the debt either 
m part or whole, the Court could sanction such transfer on 
such conditions as it thought necessary to safeguard the 
interests of the secured and unsecured creditors Where 
the debtor had no heritable or transferable property, the 
Courts fixed the instalments for the repayment of the 
balance on the basis of the debtor’s paying capacity 

The Bombay Agriculturists Debt Relief Act of 1939 
was also passed with the object of compulsorily scaling 
down the debts, not exceeding Rs 15,000, of cultivating 
agriculturists by means of Debt Adjustment Boards of the 
area created for this purpose 

Under the Act, every debtor, failing that every credit 
tor on the pam of the debt bemg deemed to have been dis- 
charged had to apply to the Board within a stated period 
for the adjustment of debts Other creditors like Govern- 
ment, Local bodies and Co-operative Societies were' requir- 
ed to intimate to the Board the amount they were willing 
to remit In regard to other debts, the Board was required 
to apply its judgement and set aside all unconscionable 
dealings and declare a fair amount. It was also laid down 
that, for loans incurred before 1st January 1931, separate 
accounts as to principal and interest were to be made upto 
1st January 1931 and the principal and interest were each, 
to be reduced by 40 or 30 per cent accordmg as the loan 
was advanced before 1st January 1930 or between 1st 
January, 1930 and 1st January, 1931. In cases of loans in- 
curred m the latter period interest was to be reduced ac- 
cording to the prescribed schedule The aggregate amount 
due was to be arrived at from the reduced amount m the 
following manner — 

(a) If the total amount of the secured debts of a 
debtor found due is less than 80 per cent 
of the value of his immovable property (ex- 
cluding the property acting as cover against Gov- 
ernment obligations or exempted from attachment 
or sale under the C P C ) the difference between the 
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amount of the debt and 80 per cent of the value 
of the property 

(b) 80 per cent of the value of the immovable propeity 
not subject to the liability of, the secuied debt, and 

(c) 80 per cent of the value of other assets ' 

After assessing the debtors’ paying capacity, the debts 

are to be reduced and payments arranged as follows 

(a) If all the debts are unsecured, they are to be 
reduced to the debtors’ paying capacity 

(b) If all the debts are secured and their total ex- 
ceeds 80 per cent of the value of the debtor’s 
property they are to be reduced to 80 per cent of 
such property 

(c) If the debts are both secured and unsecured and 
the secured debt exceeds 80 per cent of the value 
of their security, the secured debt is reduced to 
that figure and the unsecured debt is reduced to 
80 per cent of the value of the remaining property 


After calculating the amount due by the debtor, the 
Board is empowered to make an award for repayment of 
the debt by instalments not exceeding 25 m number and 
each instalment not more than the net annual income of 
the debtor, the net annual income being the residue left 
after. making deductions for himself and his dependents 
and for payment of loans borrowed for financing the crops 
and of debts due to Government and local authorities Any 
private settlement between the debtor and the creditor 
was declared void, unless it was intimated to the Board 
within 30 days for certification by the Board if the Board 
was satisfied that it was m the interest of the debtor The 
Act also provided that, where a creditor agreed to reduce 

ll 5 °, Ce ? 1 0f , th f value of th ? immovable pro- 
P, ^ de htor, he bad the option to receive his reduc- 
ed debt amount in the form of bonds issued by the Bom- 
bay Provmoal W Mortgage Bank and guianteed by 
the Provincial Government y 


The Madras Agriculturists Relief Act (1938) also was 
another piece of this kind of legislation It provided that 
n°ot 1I K erest Q C a^ be . claimed on debts outstandmg on 31st 
o S 37 and ,. that °nly principal shall be considered 
?L due ’ and ,’ secondly, where the debtor has been paid twice 
tiie amount of principal as interest, he shall be deemed to 

fab? short t nf T h ° le the debt due ’ but > rf the amount 
falls short_of twice the amount of principal, then the 


i 
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amount of such difference alone shall be payable As far 
as debts incurred after October, 1937 went, the Act pro- 
vided for their scaling down, calculating the interest at 
5 per cent and then, if the scaled down debt is not paid, 
interest shall be calculated at 6£ per cent, or at the rate 
to be fixed by the Provincial Government 

The UP Agriculturists Debt Redemption Act of 1939 
also was passed with a similar end m view Under the 
Act, the courts of Law were empowered to award, by way 
of the principal amount due, a sum not exceeding twice 
the amount of the principal after deducting all payments 
made to the creditor m the past m respect of such 
transactions 

Some Indian States like Mysore, Hyderabad, and Bhav- 
nagar also have passed similar legislation and set up Debt 
Conciliation Boards The most striking success has been 
attained m Bhavnagar, where the debts, on being settled 
and very greatly scaled down, were taken out by the State 
who have paid off the creditors. 1 

But, m the Provinces, the measures taken failed to 
achieve the desired objects The Agricultural Finance Sub- 
Committee (1944) has made the following recommenda- 
tions for the successful working of Debt Conciliation 
Boards — x 

(1) The work of adjustment should be entrusted to 
judicial officers or boards adequately manned .by 
judicial officers and decision of such Boards should 
be final 

(2) The work of adjustment should be completed with- 
in k specified time, which should not exceed two 


years 

(3) In order to determine the fair amount due from a 
debtor, the adjustment agency should scrutinise 
each account and go behind the entries, as is" pro- 
vided m the Usurious Loans Act and the Deccan 


Agriculturists Relief Act 

(41 The amount determined as fair should be reduced 
to the present value of the debtor’s normal repay- 
ing capacity over 20 years worked out at a rate ot 
4 per cent interest or to 50 per cent of the normal 
value of his immovable property assets, which- 
ever is less, provided that (a) a secured debt 
not reduced to less than 50 per cent of the value 

(1) G.B Jathar and S G Ben, Indian Economics, Vol 1, page 276 


■s. 



Rural Credit Agencies 


49 


of the property on which it rests, (b) and the pro- 
portion allowed of a secured debt in terms of the 
value of the properly on which it rests is not 
smaller than the proportion allowed of the unsecur- 
ed debts to the total of such debts 


If the debtor has not henditary or transferable rights 
m land and his debts fairly determined exceed his total 
paying capacity by a given proportion to be prescribed in 
.Law, the Board should adjudge him an insolvent to be dealt 
with compulsorily under a simple insolvency procedure 

In the case of all other debtors, the adjusted debt should 
be awarded to be paid to creditors (including Govern- 
ment and Co-operative Societies) immediately in lump, by 
borrowing from a Land Mortgage Bank or a Governmental 
agency set up for the purpose 

The agency taking over the debt will recover it from 
the debtor m instalments spread over a period not exceed- 
ing 20 years 


The Committee has suggested the creation of an Agri- 
cultural Credit Corporation for providing the agriculturist 
all types of credit Its suggestion that the debt should be 
paid off by the Land Mortgage Banks or the agency to be 
created for that purpose deserves the greatest attention ' 

No permanent solution of this chronic problem can be 
achieved, unless attempts are made to pay off the creditors 
m a lump sum, even if the debts are scaled down to 50 
per cent The Provincial Governments should take over 
these debts after due enquiry and reduction of debts and 
pay to creditors and recover from the debtors by annual 
instalments along with land revenue Where the debtors 
n ° heri *able and transferable right, then that amount 
written off If the success of the attempts of 
Bhavnagar State shows anything, it is that the State can 
achieve any object if only it has the Will 



CHAPTER VI 


RURAL CREDIT AGENCIES 

COMMERCIAL BANKS, INSURANCE COS., LOAN v 
OFFICES, NIDIIIS, CHITFUNDS, AND THE 
GOVERNMENT 

As a general rule, commercial banks do not finance the 
agriculturist directly, but they finance indirectly the move- 
ment of crops by grantmg loans to merchants, middlemen, 
and exporters They also discount hundis for merchants 
drawn for the marketing of crops The Imperial Bank 
and the other Commercial Banks make advances to big- 
ger merchants, commission agents, and exporters on the 
security of crops However, none of these agencies finance 
the agriculturist directly, and the consequence is that he> 
has no option but to go to the money-lender. “Although 
Join-Stock Banks are lending against agricultural produce 
to a greater extent than before, they do so only against 
the produce which has already left the hands Of the pro- 
ducer and has come into the hands of the trader, the 
middlemen m the market. 1 Even here there are no figures 
to show the extent to which commercial banks finance 
agricultural marketing However, statistics recently col- 
lected by the Reserve Bank of India show that of the 39 
Scheduled Banks which had advanced against agricultural 
produce, 38 banks had advanced Rs 22 17 crores on 31st 
December, 1942, while the remaining one bank had ad- 
vanced Rs 11 58 crores on 31st December, 1943 The rate 
of interest on these advances was usually 6 per' cent, 
though, i,n certain cases, it was as low as 2-£ per cent while, 
m other cases, it was as high as 10 per cent 2 Considering 
the great magnitude of the problem and the important 
place of agriculture in the national economy, the role of 
the commercial banks as reflected here is insignificant in- 
deed Even in a highly industrialised country like England, 
the importance of agriculture was never lost sight of In 
addition to the various organisations the advances made 
by the commercial banks was substantial The Commit- 
tee on Agricultural Credit m England (1923) ascertained 


(1) Report of the Co-operative Planning Committee, Minute of Dissent 
by M R Bhide and S Hasan, page 196 

(2) Report of the Agricultural Finance Sub-Committee (1944), page 50 
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•from each of the five leading banks in England and Wales 
the precise extent of their loans to agriculturists and found 
that a sum of £. 46^ millions represented the loans out- 
standing against farmers, of which £ 26 millions were 
loans for the purchase of land and £ 20 millions normal 
loans for current trading 1 But m comparing conditions 
m the two countries, we must not overlook the fact that 
the commercial banks in India are in ^peculiarly difficult 
position The rapid circulation of money being essential 
to the success of a commercial bank and the bulk of its 
working capital bemg derived from short-term deposits or 
call money, a commercial bank cannot, generally speaking, 
postpone its recoveries or tie up its resources to accom- 
modate the farmers' needs 2 However, a more cogent 
reason why commercial banks do not seem to take to 
advancing on agricultural produce on a large scale is that 
they probably make a greater margin of profit in their 
ordinary ‘business involving short-term accommodation 
than advancing to the agriculturist on his produce More- 
over, not all banks have branches both m the interior in 
the assembling centres and in the Port towns, so neces- 
sary for undertaking this business Notwithstanding these 
handicaps, the fact still remains that there is greater scope 
for commercial banks in this field, particularly because 
the Reserve Bank is authorised to rediscount the bills en~ 

tfcropsT them ^ drawn for the marketm g or financing 


Insurance Companies take very little or no Part 
m ^neulturai finance. In the mam, their loan operations 
consist of advances against the security of life policies 
But some insurance companies take indirect part m am. 
cu rural finance by taking up the debentures of Land 
Mortgage Banks At the close of 1944, for instance the 
mvestent of insurance companies in the debentures of 
the Madras Central Land Mortgage Bank the Bombav Prn 

Sshs” ml C °‘ 0peratlv6 Bank amounted to about Rs 32 84 


p^l) Report ° f thC CeatT(d Baakm S Enquiry Committee ( 1931 ), VofT, 

(2) Ibid., page it 

* Commercial Banks’ loan's to agriculture 

(Figures m 000,000 dollars) Year Year 

USA *£38 1943 

Canada 712 1023 

(3) Hcpoct ot the Asmolt^tRo^ S«b^«e(l 941) , ^ 55 . 
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There are other institutions like the Loan Offices of 
Bengal, Nidhis, and Chit funds of Madras which also take 
part in agricultural finance, and a brief reference to these 
may be made here 

Loan offices are peculiar to' Bengal They occupy an 
mtermediate position between indigenous bankers and 
joint-stock banks The number of these loan offices in- 
creased enormously after the World War I and their num- 
ber at present is placed at 1,000, with working funds of 
about Rs 9 crores 1 They rely for their funds entirely 
on deposits received from the public, particularly, from 
the middle class people, and they pay mterest on these 
deposits at rates varying from 4 to 8 per cent depending 
upon whether the deposits are short-term or long-term m 
character They generally lend to Zamindars (which they 
may not be able to continue for long, as the liquidation of 
the Zamindari system is only a question of days now) or 
their tenant cultivators against mortgage of land, pledge 
of ornaments and even against personal security The 
purpose of the loan is immaterial to them 

The Central Banking Enquiry Committee has 'suggest- 
ed that these loan offices working on a jomt-stock basis 
should be subjected to a special Bank Act, and other loan 
offices should be regulated by passing a Bengal Loan Office 
Act, that they should maintain proper books of account, 
maintain adequate reserves and make provision foi pro- 
per auditing etc It was also suggested by the Central 
Banking Enquiry Committee that these Loan Offices should 
be granted financial assistance from the Loan Offices 
Financing Corporation to be established for that purpose. 

Nidhis and Chit funds are institutions found m the 
Madras Presidency They are indigenous institutions, some 
of which are registered under the Indian Companies Act 
There are at present 228 of them all registered under the 
Indian Companies Act, five as Banks and the rest as Nidhis. 2 
Their business is to promote savings, to relieve the mem- 
bers from old debts and deliver them from usury and give 
them loans for all purposes and to accumulate a fund for 
special loans They grant loans even to outsiders and not 
necessarily always for productive purposes 

The next important agency dealing with agrarian 
finance is the Government itself In spite of the various 
private agencies like the moneylender, the co-operative 

(1) S G Panandikar, Banking m India , page 119 i 

(2) Ibid., page 123. 



Rural Credit Agencies 


53 


societies, and the Commercial Banks the importance of 
State aid to agriculture cannot he minimised The Land 
Improvement Act of 1871 and the subsequent Land Im- 
provement Act of 1883 definitely accepted the principle of 
the need for Government undertaking finance of agricul- 
tural improvements These Acts empowered the Provin- 
cial Governments “to make rules as to loans to be made to 
owners and occupiers of arable land for the relief of dis- 
tress, the purchase of seed or cattle or any other purpose 
connected with agricultural subjects” The Agricultural 
Banks contemplated at the time of passing these Acts 
never came into existence The Government assistance 
has now taken the form of the grant of Takavi loans ' Even 
the system of the grant of Takavi loans has serious defects 
“such as high rate of interest, rigidity of collection, one- 
rous terms regarding the periods of payment, delays in dis- 
tribution and conditions relating to securities required, 
etc 1 Apart from the inadequacy of the financial assistance 
the system has not been working properly 

The Punjab Land Revenue Committee was of the opi- 
nion that the unpopularity of the Government Loans was 
due to the petty exactions of the subordinate revenue offi- 
cers, the delay m obtaining money, the necessity of repay- 
ing on a fixed date, the failure of revenue officers to take 
any interest in the grant of loan, and little account being 
taken of harvest conditions and the borrower’s ability to 
^stalment was due In order to overcome 
this difficulty and to ensure the smooth working of the 
scheme of Government loans, the Famine Commission had 
recommended as early as m 1880 that the distribution of 
mpnt S £ 0U J d through the Agricultural Depart- 

SStm JSfo C t nl f al Ba ? km S Enquiry Committee, after 
studying the whole question, observed that the operations 
of the Agricultural Loans Act should be generally^estaS- 
ed to reheve distress and added that the grant of advices 

3S?«*S e5L££2 repla ? 

xeuei me Committee had no objection to Government 
hu?\ C0 ^° P S r S lve societles f °r distribution of thlseTam 

Act (ten B Nanavati and J J JS ifin Sri^ tUnSts ’ Loan 
S 5 e P° rt * «* Irrigation 186 ) 

page 185 ePOrt ° f Belong Enquiry Committee ( 1931 ), Vol 1, 
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In recent years, some Provincial Governments have 
sought to improve the machmery, and, m Province like 
Madras, loans under the Agricultural loans Act are grant- 
ed for the repayment of the old debts Not all these mea- 
sures, however, have offered any real relief to the producer. 

II. 

i 

■* The financing needs of agriculturists have been dis- 
cussed earlier, and we have seen how the various agencies 
providing short-term and long-term credit are working 
But no account of agricultural finance will be complete 
without a reference to the agencies concerned with, and 
the character of, marketing finance In a broader sense, 
marketing finance means the finance provided by all agen- 
cies for movmg the goods from the cultivator to the con- 
sumer or to the exporter In a narrower sense, it means a 
study of the agriculturist, vis-a-vis the present financial 
facilities available to him, at the time the goods leave his 
hands. It is well known that the agriculturists have no 
holding capacity, and that they, therefore, sell the crops 
immediately after the harvest at any rate prevailing The 
buyer is either a moneylender or an agent of the export- 
ing firm if the commodity is a cash crop The result of the 
transaction between the producer and the moneylender 
merchant or the commission agent is too well known to> 
need a special recapitulation here 

The question of financing the movement of crops con- 
sumed within the country can be easily solved by the co- 
operative sales societies In fact, co-operative marketing 
societies have worked with substantial success m the 
Madras Presidency At the end of 1944-45, there were 
181 marketing societies in Madras which issued loans to 
the extent of Rs 121 32 lakhs and sold agricultural pro- 
duce such as cotton, groundnuts, potatoes, areca nuts, 
pepper, cardamom and paddy to the value of Rs 100 62 
lakhs 1 These figures do not, however, give any idea as 
to relatively better price that the individual seller may 
have got over the prevailing market rate by relying on 
these societies m preference to the village monelyender or 
the commission agent of a foreign firm 'Y 

“But, as regards the crops that are to be exported, 
there is no remedy for these evils until orderly marketing 
is established” Now, the agencies that finance the move- 
ment of crops are the moneylenders ancf indigenous 


(1) W. R. Sattianathan and J C Ryan,' Co-operation, page 22 
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bankers, commercial banks, the Imperial Bank, Agencies 
of export firms, and the Exchange Banks 

When the moneylender purchases, he pays cash out of 
his small capital Sometimes, he borrows from merchants 
from towns and commission agencies 

During the next stage, when the produce reaches the 
hands of the merchant, and till it reaches the exporter, 
the help of the /Banking Agency is sought. The transac- 
tions involved are financed by drawing hundis supported 
by Railway receipts which are discounted with the indige- 
nous bankers or jomt-stock banks or the Imperial Bank 
of India In certain produce-assembling centres, the Im- 
perial Bank and some commercial banks advance on the 
security of the produce stored in the godowns of big mer- 
chants From the financial accommodation thus secured, 
these merchant^ make further purchases The merchants 
either deliver the goods to the agent of exporting firms 
then and there, or they rail to port towns, and, on the 
basis of the relevant railway receipts, supported by other 
documents, they draw hundis and receive their moneys 
It is generally for 90 per cent of the value of the produce 
It is thus clear that banking aid is available only to mer- 
chants, and producers have no such facilities generally. 

With a view, therefore, to provide an effective agency 
to enable the agriculturists to get financial facilities, the 
Ce J 1 5 r 1 al 1 . Bankm S Enquiry Committee recommended the 
establishment of co-operative sale societies and construc- 
tion of godowns, so that agriculturists may store m these 
godowns and get financial accommodation on the security 
of such warehouse receipts y 

A ^ r f c< ; nt y® ars > a large number of co-operative sale 
and marketing sbcieties have been established m India A 
marketing society consists of agncultunst-meSbere w ho 
agree to sell their produce through it They also become 
sharehotders o £ such a society The society » usually 

H ? tores . aad sellfthe produce 
oi ns members when members desire to wait tor a 

favourable rate, the societies wait and then sell From 

srSS 3*8“ r 2 * 

or auch^, lhe Soducl « ”°,afe the sy ? tem of “aiders 
after ohtauung the consent of 
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In the Madras Presidency, a system of “controlled 
credit” has been introduced Under this system, the credit 
society is linked with the marketmg society. The credit 
society grants loans to the producers on the condition that 
they sell the produce through the marketmg society. The 
marketmg society sells the produce and, by this method, 
producers are sought to be benefited. 

There are, as already stated, no statistics to show how 
exactly a member selling through the society has been able 
to receive a higher price than the price he would have got 
under conditions of free competition The views of some 
competent people on the working of these societies on the 
other hand, make a sorry tale It is true that the market- 
mg society advances funds to the producers and stores 
their produce, but the question is, when it has to sell, 
where will it sell 9 It will sell m the local market, for the 
society cannot export, nor can it send to another Province 
for sale To whom else then has it to sell 9 It has per- 
force to sell only to local traders or to local agents of* ex- 
porting firms It is a trmsm to say that these societies 
have members of conflicting interests In other words, not 
only agriculturists are members but there are trader- 
members as well The control of the Society has passed 
on to the latter, who, as members, influence the policy of 
the society both in the matter of the grant of advances and 
m determining the selhng policy The consequence is that 
the price that producers obtain is only at the local rate as 
determined by the supply and the demand conditions 
created by the local traders In these circumstances it 
can hardly be said that the producers have benefited by 
the existmg arrangements 


Reorganisation of marketing Societies — Need for linking 

them with different and wider markets. 

% 

What is required, therefore, is to link the rural mar- 
keting society with a wider market so as no£ to restrict its 
activities to the local market A network of marketing 
societies will have to be started m each village to deal m 
different commodities These societies might be federated 
into a Provincial Marketing Society, which may be per- 
mitted to export the produce and to deal with markets m 
other Provinces The local marketmg societies should act 
as mere acceptance houses On receipt of goods at 
their godowns, they should advance moneys to the 
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peasants The produce might be pooled at the go- 
downs of the Provincial marketing societies at the 
port towns or at market towns The Provincial 
marketing society should conduct orderly marketing by 
spreading the sales throughout the year, and, on the goods 
sold locally or shipped 'to foreign countries, the produceis 
should be paid the full value, of course after taking its 
commission for its labours Incidentally, this will enable 
the society to take advantage of the facilities offered by 
the Reserve Bank through the Provincial Marketing 
Society For it is then that the credit facilities offered by 
the Reserve Bank would reach the actual producer 


By linking the rural marketing society with a wider 
market, India would be following the example of co-opera- 
tive marketing societies of the European countries 1 Co- 
operative marketmg societies of most of the European 
countries undertake export and thus enable their peasants 
to realise a higher price for their produce In regard to 
Iceland, it may be,mentioned that the Federation of Ice- 
landic Co-operative Societies is responsible for 80-90 per 
cent of the Country’s exports of agricultural commodities. 
Co-operative organisations m Bulgaria handled as much 
as 21 per cent of the national export of the grapes In Hun- 
gary, the beekeepers societies used to account for over 60 
per cent of the total honey exports of the country In 
Denmark 50 per cent of the butter exports were handled 
directly by co-operative organisations 

' Co '°P 7 era i tlve , Marketmg Societies of European 
Countries are able to place their agricultural products on 

shoiddnnt^fnfl W ® J 8 ? t0 understand wh y their example 
^ e ^ oI Jpwed by co-operative marketmg societies 
ndia, for the benefit of the Indian producers 




CHAPTER VII 
INDUSTRIAL FINANCE 

Industrialisation of a country is desired, first, to make 
the country independent of foreign countries m the mat- 
ter of its requirements as far as possible and, secondly, for 
the purpose of creating additional employment of labour 
by mobilising the dormant resources In India, the deve- 
lopment of industries has a special significance, m that the 
country, being largely agricultural in character, it is neces- 
sary to divert a part of the population, which to-day 
depends on agriculture which the latter cannot support, 
towards industries, thus relieving the pressure of popula- 
tion on agriculture This can be achieved by rapid indus- 
trialisation Industrial development is also necessary m 
the national interest, for in times of war, the country can- 
not depend upon other foreign countries 

The industrial policy of the State m India has so far 
been one of indifference In fact, it was one of the com- 
mon complaints of the early writers on Indian economics 
and politics that the State in India did nothing for deve- 
loping industries m India However, a large number of 
industries have come into existence m India m spite of 
this indifference of the State This is mainly due to the 
enterprising spirit of the individual entrepreneurs The 
cotton industry m Bombay owes its origin to the initiative 
of the early founders of industry — the managing agents 
In other countries of the world too, the development of 
industries during the earlier years of the Industrial Revo- 
lution was the working of individual entrepreneurs But 
the State intervened at a certain stage when the industries 
could not bear foreign competition and protected such 
national or domestic industries by constructing tariff walls 
In certain other countries, like Japan, the State offered 
positive help by means of subsidies and other financial 
assistance to enable the industries to develop 

In contrast with the Governments of other countries 
the Indian Government is slow to move, though it must 
be said to its credit that it has protected a few mdustnes 
by recognising the principle of “discriminating protection” 
Still it is considered that the industrial development of 
the country is not commensurate with the untapped m- 
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dustrial potential and the home market for these industrial 
products The index to such is the extent to which we are 
importing essential goods which we can manufacture m 
India If we are still obliged thus to import a large quan- 
tity of goods which we can produce in our own country, 
then our mdustrial development is meagre and leaves 
much to be desired The question of price of the imported 
goods, as compared to the domestic cost of production for 
the same commodity, has a bearing on the exports and 
imports of a country, but, generally speaking, the exports- 
lmports statistics can be taken as an index of the industrial 
■development 


Industries are generally classified into major or large- 
scale industries and minor or cottage industries according 
as they involve large and complicated methods of produc- 
tion or small and simple processes Of the major indus- 
tries, certain industries constitute key or defence indus- 
tries, and the question of finance for such industries hardly 
arises, for it is the sole concern of the State In other 
words, the problem of mdustrial finance reduces itself to 
that of catering to the financial requirements of industries 
other than ‘Key Industries”, as also the cottage industries 


Industries in India are known to foe suffering from 
want of smtable and adequate fincial facilities The Indus- 
trial Commission (1918) and the Central Banking Enquiry 

Se 11 ShSiSi 8 r haVe b ° th emphasised this fact In fact, 
mL* aPKS” \ Commission recommended the establish- 
ment of Industrial Banks and the Central Banking Enquiry 

ommittee recommended the establishment of an Industrial 
Corporation, as we shall presently see industrial 
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The question of industrial finance has been the sub- 
ject of many commissions and committees As far back as 
1916-18 the Industrial Commission emphasised the difficul- 
ties of medium-sized industries owned by middle class en- 
trepreneurs and recommended the establishment of indus- 
trial banks Pending the establishment of such banks, the 
Commission recommended that joint-stock banks should 
finance middle class industrialists by advancmg loans to 
them subject to a guarantee by the Government after an 
investigation by the Director of Industries and his expert 
staff m regard to the financial standing of the applicants 
and the prospects of the industry Accordmgly, several 
Provinces like the Punjab, Madras, Bihar, and Orissa and 
Indian States like Mysore passed State Aid to Industries 
Acts But the financial help rendered under these Acts 
proved inadequate 

The question of financial requirements of industries 
was considered at length by the Central Banking 
Enquiry Committee While some witnesses said, in 
their evidence before this Committee, that industries 
were not getting adequate finances either for the block 
capital or for the working capital, others were of the opi- 
nion that' industries floated on sound lines had no difficuLty 
of obtaining the financial assistance necessary In tact, 
according to the opinion of the former, the method of 
getting the capital by means of shares and debentures was 
highly unsatisfactory Among the difficulties which they 
mentioned were that the public m India preferred to invest 
their savings m postal savings account, port /trust and 
Government Loans in preference to shares and debentures 
of private companies In so doing, the people were solely 
guided by factors of safety and liquidity. A portion of 
the national savings was invested m building activities 
and precious metals This was partly due to lack of pub- 
lic confidence m the industrial management and partly to 
the failure of certain concerns In these circumstances, 
the industries found difficulty m mobilising the capital 
required Until recently even debenture capital was not 
forthcoming unless higher rates of interests were offered 
The lack of market for first class debentures, the lack of 
agencies to educate the investor in regard to investment, 
and the absence of underwriting and issue houses to taci- 
litate sale or transfer of these industrial scripts from one 
hand to another were further impediments To this may 
also be added the general poverty of the masses leading 
to shrinkage m the capacity to save and hence m the toiai 
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quantum of public savings The only agencies which could 
afford capital to industries were the prosperous business 
firms and corporations, insurance companies, and charitable 
institutions and trusts, etc 


The Managing Agency system: 

The consequence has been that the early pioneers of 
industry had to develop what has come to be known as 
the Managing Agency system The system is peculiar to 
India and unknown in western countries The Manag- 
ing Agents are generally the promoteis of a concern 
and they take the risk and responsibility for setting up the 
industry They furnish block as well as working capital, 
though, m recent years, large portion of the capital is col- 
lected by means of public subscription to shares of com- 
panies floated by them The cotton textile industry m 
Ahmedabad and Bombay owes its existence to the efforts 
of the managing agents These early founders of textile 
industry supplemented their own resources by means of 
deposits received from the public The following figures 
are quoted by the Central Banking Enquiry Committee 
regarding the share of deposits of the capital resources of 
the textile industry in Bombay and Ahmedabad 


(Figures in laUus of rupees) 


Bombay 

Figures for 01 
Mills 


Ahmedabad 

Figures for lO 
Mills 


loaned by Managing 


Amounts 
Agents 
Amount loaned by Banks 
Amount of public deposits 
Share capital 
Debentures 
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the public, mismanaged the affairs of the company and 
brought the company and the shareholders to loss In 
many cases, the managmg agency became a family affair, 
as the rights of managmg agency were heritable (before 
1937) and the shareholders had no voice either m the 
management or m the matter of formulation of policies 
Where one managmg agency firm managed one or more 
concerns, it was found, m practice, that the funds of one 
concern were invested m another Sometimes, the manag- 
ing agents, who had advanced funds to the concerns under 
their management, converted their .loans into debentures 
and became debenture holders The 'Managing agency firm 
invariably received commission bdth on sales and pur- 
chases for the concerns under their management, irrespec- 
tive of whether the concern was working at a profit or mak- 
ing losses 

By the Indian .Companies (Amendment) Act of 1936, the 
defects of the Managmg Agency system were, to a great 
extent, removed The Amendment Act fixed the term of 
office of the Managing Agent to a period of 20 years The 
Act further provided for the removal of the Managmg 
Agent m certain circumstances, even if there was an 
agreement between him and the company fixing his term 
of office for twenty years, as when he had committed a 
lion-bailable offence under the Indian Penal Code 
or where the Managing Agency was a firm or a 
company, an offence was committed by a member of 
such firm or the company unless the offending member 
of the firm was expelled within thirty days of the convic- 
tion for such offence or his conviction was set aside Under 
the Act, a Managing Agent vacated his office the moment 
he was adjudged an insolvent, or, if he transferred his 
office and such transfer was approved by the company 
in the general meeting The Act laid down that the re- 
muneration of the Managing Agent shall be a sum based 
on a fixed percentage of the net annual profits of the com- 
pany with provision for a minimum payment m the case 
of absence or inadequacy of profits together with an office 
allowance to be defined m the agreement of Managing 
Agency Any stipulation for an additional remuneration 
in any form was not binding on the company unless such 
was sanctioned by the general' meeting Further, a charge 
or assignment of the remuneration of the Managing Agent 
was void as against the Company However, the managing 
agent was entitled to his remuneration and dues, if any, 
on the termination of his office, either voluntarily or com- 
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pulsorily Under the Act, the company was prohibited from 
making a loan or guaranteeing it to the Managing Agent 
-or to a •partner of the Managing Agency, if a firm. Nor 
could a Managing Agent enter into any conti act of sale or 
purchase with the company unless three-fourths of the 
directors voted for it Further, the Act provided that no 
Company under the Management of a Managing Agent 
shall make any loan to or guarantee any loan made to any 
company under the management by the same managing 
agent, and no Company shall, aftei the expiry of six months 
from the commencement of the said Act except by way of 
renewal of an existing loan or guarantee given, make any 
loan to or guarantee any loan made to any such company. 
However, the above conditions did not apply to loans made 
or guarantees given by a company to or on behalf of a 
company under its own management or loans made by or 
to a company to or by a subsidiary company theieof or to 
guarantee given by a company on behalf of a subsidiary 
company thereof Further, the Act prohibited companies, 
from purchasing shares or debentures of any company 
under management by the same Managing Agent unless 

2“? P ur T^ e ™ as Piously approved by a unanimous' 
decision of the Board of Directors of the purchasing com- 
pany These conditions did not of course apply where 
xne purchasing comnanv war an mi. ~ 
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a margin to the extent of at least 30 per cent They were 
not willing to renew when the industries needed it The 
Committee recommended that the Banks should grant 
adequate advances and for deciding the advance amounts 
they should appoint experts to value plant and machmery 
for the purpose of granting such advances " 

It is true that Commercial Banks do not make long- 
term advances as they are required to maintain their funds 
m a liquid form and they cannot, therefore, afford to lock 
up their funds for longer periods But many of them do 
make short-term advances to industries The repre- 
sentative of the Imperial Bank and some witnesses from 
Banks testified before the Committee that industries found 
no difficulty m getting advances from Banks, if they offered 
proper security The Commercial Banks advance mostly 
on stocks of goods They advance even on raw materials- 
In advancing funds to mdustrial concerns, a Commercial 
Bank has not only to see to the soundness of a particular 
firm but also to the general character and prosperity of the 
industry In fact, Commercial Banks, if they have 
have proper equipment, are the best judges regarding the 
prospects of a particular industry, and the nature of its 
financial requirements can be best seen by them Hence, 
while makmg advances, they do so with care 

It is true that they are not able to finance fixed capital 
by means of taking debentures, nor are they able to afford 
long-term working capital It is said that, though the re- 
sources of Commercial Banks 'are small, they can utilise 
their resources for the ^purchase of debentures of 
industrial concerns with a view to passing them on to the _ 
public with very little risk to themselves and with great 
advantage to industries But the success of these opera- 
tions largely depends upon the existence of an organised 
capital market and ready investors who would purchase 
the debentures offered by the Commercial Banks If there 
is any delay m the disposal of the debentures taken by the 
Commercial Banks, then they would place themselves m a 
precarious position Though the Commercial Banks do not 
advance funds or long-term working capital, they do fin* 
ance certain stages of production The advances which 
the entrepreneurs get for meetmg their expenses in the 
, earlier stages of production enables them to produce 
further StiU the role of the Commercial Banks is not 
adequate Accordingly the Central Banking Enquiry Com- 
mittee recommended the establishment of an Industrial 
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Corporation on an all-India basis and .Provincial In- 
dustrial Corporations 

Industrial Corporations, as envisaged by, the Central 
Banking Enquiry Committee, are to be institutions invest- 
ing in shares and debentures of industrial concerns and in 
long-term loans of such, and are themselves financed by 
share and debenture capital The proposed corporation 
should derive its capital partly by share capital and partly 
by debentures They should obtain the capital as far as 
possible from the public, the Government taking such 
portion of the capital as cannot be raised by public subs- 
cription The Share capital should be supplemented by 
means of debentures not exceeding, at the outset, twice the 
amount of share capital The Government should also take a 
portion of the debenture capital issued by such Industrial 
Corporations until a market has been created for that 
purpose and also guarantee interest on them The corpora- 
tions may also receive deposits from the public for a period 
of not less than two years and the period of loans should be 
adjusted to the period of deposits The Government should 
have powers to appoint Directors so long as it subscribed 
either for shares or for debentures or guaranteed interest 
e f^ on share or on debenture, capital The corporations 
should specialise m long-term finance to industries, while, 
tor the working capital, industrial concerns should continue 
to depend upon the existing institutions The grant of 
assistance to industrial concerns should depend upon the 

?he mbhc W Sftt e em f P + nSe m queStlon 3S of be »efit to 
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“the grant of a loan, the guarantee of a cash credit over- 
draft or fixed advance with a bank, guarantee of a minimum 
return on the whole or part of the capital of a joint-stock 
company for a fixed' period, grant on favourable terms of 
land, raw-material, firewood, water or any other property 
of the local Government, grant, free of charge or on 
favourable terms, of the services of experts or Government 
officials, payment of subsidy for the conduct of research or 
the purchase of machinery.” 1 The amount sanctioned 
to individuals and private firms varied accordmg to 
mdustnes. Each Province framed its own rules for pro- 
cedure to be followed for obtaining aid under the Act. 

* 

Working of the State Aid to Industries Acts: 

The results of the working of these Aots do not reveal 
that any substantial benefit has been derived either by 
industrial concerns or by the State, the latter being unable 
even to recover the funds advanced In some Provinces 
where the State Aid to Industries Act was m force, the loans 
made under the Act could not be recovered due to the 
failure of business of the firm or the individual to whom the 
loan had been granted In some Provinces, Government made 
advances to concerns known to be not deserving the support, 
with the consequence that the Government had to write off 
the losses The failure of the Acts was further due to the 
absence of a suitable and efficient machinery to disburse 
public funds after careful investigation The State Aid 
—to Industries Act failed, m short, to realise the object, and 
the only result was that taxpayers’ funds were frittered 
away by the Provincial Governments. 

The results of the working of these Acts m Indian 
States, however, appear to have yielded relatively better 
results This is particularly true of Mysore, where the 
State Aid to Industries Act began as early as m 1913 Even 
as far back as m the year 1930-31, the State Government, 
which advanced 14 35 lakhs, was able to recover Rs 9 64 
lakhs and only Rs 50,000 had to be written off 2 

Present position of Industries: 

The industries m India have developed m recent years- 
to a very great extent and, therefore,' the prospects are" 
not very gloomy Between the period of two World Wais 

(1) S K. Basu, Industrial Finance in India , page 220 

(2) Report of the Administration of the Department of Industries and 
Commerce, Mysore (1930-81), page 4 
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(1914-18 and 1938-45), the development of industries m 
India was remarkable as can be seen from the following 
table relating to but four industries: 


i 


Year 1914-13 Year 19,18-99 


Name of Industry 


Cotton Mills 
Jute Mills 
Tea 
Sugar 



The industrial concerns can mobilise the required capi- 
tal provided the concerns are sound and the people have 
confidence m the management While it is true that, till 
recently, there were no Issue Houses in India on the model 
of those existing m the United States or Great Britain to 
underwrite shares of industrial concerns, nevertheless, m 
recent years, their place has been taken by Investment 
Corporations, private financiers, and stock and share brokers. 

In recent years, a large number of concerns has been 
floated by businessmen m India, taking advantage of the 
easy money conditions The Government has also 
taken up an encouraging attitude and permitted the 
floatation of a number of companies m spite of the Control 
over Capital Issues. 1 The Government has further set up 
a Tariff Board to consider the question of protection of 
national industries, and have granted special facilities tor 
the import of capital machinery These factors have 
ushered m a new era of industrial prosperity 1 

Even so the question of finance to industries has received 
the attention of the Commercial Bodies and the Government 
of India Proposals were put forward by the Government 
for the establishment of an Industrial Finance Corporation 
m 1946 These proposals were embodied m a bill which 
was introduced in the Central Legislative Assembly 
was referred to the Select Committee m 1947. The Indus- 
trial Finance Corporation Bill as amended by the Select 
Committee was passed in February (1948) m the Constituent 
Assembly (Legislative) 


« Con s ei jt for the is su e of cBpital-nas given ^ to 3,784 companies mvolvinc 

1 ° f ES 200 1 5 5£? re8 ’ of whlch industrial fssucs numbered 

an am0l “* of 113 0 crores at the end of the yeaT 1945-40. 

(Report on Currency and Finance for the year 1945-46, pagd 88) 
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Tlie New Industrial Finance Corporation (1948): 

The Industrial Finance Corporation will be a State- 
aided institution having an authorised capital of Rs 10 
crores, and its jurisdiction extends to the whole of India 
including such Indian States as have acceded to the Indian 
Union For the present the issued and paid up 
capital of the Corporation will be Rs 5 crores divi- 
ded into 20,000 Shares of Rs 5,000 each, fully paid 
up. Of these the Government of India and the 
Reserve Bank will take up shares of the value of 
Rs. 1 crore each, and 1,000 shares have been offered to 
the co-operative banks, and the balance is offered to sche- 
duled banks, insurance companies, investment trusts and 
other like financial institutions The balance of the share 
capital of Rs 5 crores is to be issued from time to time, 
with the sanction of the Central Government to the same 
group of allottees m the same manner and proportion as 
m the case of the first issue The Government will gua- 
rantee dividend on shares at rates to be decided by them 
at the time of issuing the shares 

The general superintendence and direction of the 
affairs of the Corporation has been entrusted to a Board 
of 12 Directors of whom 6 will be nominated by the Cen- 
tral Government and the Reserve Bank ineluding the Man- 
aging Director and other 6 will be elected from among the 
institutional shareholders of the Corporation 

The Corporation will establish offices at Bombay, Cal- 
cutta, Delhi, Madras and Cawnpore Offices may be estab- 
lished m other places with the sanction of the Central Gov- 
ernment The Corporation is authorised to supplement its 
share capital by the issue and sale of bonds and debentures 
not exceeding five times the amount of the share capital 
and the reserve fund The principal and interest in respect 
of bonds and debentures will be guaranteed by the Gov- 
ernment, the latter at a rate to be determined at the time 
of issumg bonds 'and debentures Further the Corporation 
is* authorised to accept deposits for periods of not less than 
five years provided the total deposits do not exceed twice 
the amount of the paid-up capital and the reserve fund 
The Corporation is authorised to grant secured loans 
to public limited industrial concerns and co-operative socie- 
ties engaged m industries repayable within a maximum 
period of 25 years It may guarantee loans raised m the 
market by industrial concerns for an agreed rate of com- 
mission It can underwrite the issue of stock bonds and 
debentures and can retain as part of its assets such stocks, 
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bonds or debentures as it may have to take up m fulfil- 
ment of its underwriting obligations, but it is_ required to 
dispose of any such stock bonds or debentures within a 
period of seven years Further the maximum amount of 
accommodation it can grant to any single borrower by way 
of loan, undertaking or underwriting agreement is limited 
m the aggregate to an amount of Rs. 50 lakhs In cases 
where industrial concerns require loans m foreign cur- 
rency, the Corporation is authorised with the previous 
sanction of the Central Government to borrow such funds 
through the International Bank for Reconstruction and 
Development or otherwise 

Further, it has been provided that the Corporation might 
set up Advisory Committees to offer advice on technical 
matters m regard to a particular industrial concern apply- 
ing for a loan 

The Corporation has wide powers to satisfy itself be- 
fore granting financial accommodation to an industrial con- 
cern even to the; extent of appomtmg its nominee on the 
Board of Directors of the borrowing Company The Corpo- 
ration is also authorised to take over an industrial conctSrn 
on a breach of agreement by the particular company con- 
cerned - 


The Corporation will be under an obligation to pay 
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created only with the object of helping industry and agri- 
culture Great Britain established only recently m 1945 
two institutions, viz , the Finance Corporation for Industry, 
Ltd , and the Industrial and Commercial Fmance Corpora- 
tion, Ltd. The purpose of the former is to provide finance 
for industrial business concerns with a view to their quick 
rehabilitation m the national interests, and that of the lat- 
ter is to supply medium and long term capital to small 
and medium sized industries The Canadian Industrial De- 
velopment Bank, Ltd, was created as a subsidiary to the 
Bank of Canada to ensure adequate credit to sound Indus- 
trial enterprises In Australia a separate Industrial Fm- 
ance department was created m the Commonwealth Bank 
to assist the establishment and development of industrial 
undertaking 

It is therefore m the fitness of things that India should 
have decided to establish a Corporation of its nature, 
though late, to help the large scale industry started by 
private enterprise However, it must be noted that it is 
' not the business of the Corporation to supply all the neces- 
sary capital for the establishment of an Industrial concern 
which the particular Industrial concern in question is re- 
quired to obtain from normal sources and from the open 
market But there are occasions when an industrial con- 
cern already established finds it difficult to raise an addi- 
tional capital m the open market for meeting capital ex- 
penditure It is at such a critical time that the Corpora- 
tion of this type is expected to come to the rescue of the 
industrial concern 1 

However, the establishment of such a State-aided Cor- 
poration will have certain implications It is evident tha 
the Corporation competes m the market for the national 
savings by means of deposits As the deposits are fairly 
of a long-term character, the investment will be restricted 
again to business firms and industrial firms, for the small 
savers would hardly wish to invest m long-term deposits 
The funds invested as long-term deposits m Commercial 
Banks v by insurance and other business concerns would 
be diverted from these banks and flow to the Corporation, 
thus reducing the capacity of banks to make short-term 
advances to such smaller industrial establishments as can- 
not approach the Corporation They have, therefore, to 
suffer from want of finance even with an Industrial rm- 

m Vide the statement of Mr R K Shanmukham Chctty, the Fmance 
Minister in the Constituent Assembly (Legislative) on 80-11-19*7. 
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ance Corpoiation in existence Secondly, there are a large 
number of industrial concerns not based on ]oint-stock 
principle Such concerns also require financial help It 
will, therefore, be necessary to organize private investment 
trusts and industrial banks 


n 


Financial Needs of Cottage Industries: 

Rural or cottage industries are those the production 
of which is not based on large-scale or mass methods of 
production Cottage industries are known to the people of 
India from very early times, and they have continued to 
play their part even during the present times, though a 
large number of them have declined, or are in the declining 
stages The Central Banking Enquiry Committee has enu- 
merated certain industries like hand-loom, weaving, pot- 
tery, rope making, sericulture, gold and silver thread, brass- 
ware, bell-metal, mat-making, gur-makmg, dairy-farming 
and the work of village artisans generally as cottage in- 
dustries Incidentally these industries afford useful and 
lucrative occupation to agriculturists in their spare time 

There are many problems affecting these industries 
which require serious study We shall, howevei, confine 
ourselves here mainly to their financial requirements The 
financial needs of these industries may be summed up 
under three heads (1) Purchase of raw-materials, (2) 
working expenses during the period of production, and (3) 
financial accommodation between the period of production 
and final disposal of the products 


,, various financial agencies at present engaged are 
the urban and the rural money-lenders, the merchants or 
matanals ' or produce of an industry, co- 
the comS 5 ’ P J oduc + ers s + ocie ties, jomt-stock banks, and 
ments P departments of the Provincial Govern- 


II is well-known that the money-lender as a credit 

sfqSence a that S thI n ^ ^ le + ndm § mone y> with the con- 
ducing ertisan has to incur a high cost m pro- 

quate S It i? J* 16 role of C0Imner cial banks is rnade- 
2® i* 1S ,’ the refore^ suggested that the co-operative 

Se ll S ne v an a 5 ord the requisite facilities In fact 

S SSbltoSS ®? quiry Co “ e has «■*£££ 

’ vmcial Committees and even the Minority Re- 
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port are unanimous on this point However, there are cer- 
tain defects which must be removed as far as possible. In 
the first {place, the co-operative movement must tackle 
the problem of credit. There should be co-operative pur- 
chase and sale societies, and the credit societies should work 
separately from the purchase and- sale societies. Secondly, 
the Government should take greater interest by taking 
greater financial interest and by establishing emporiums 
The State should assist these industries by having better 
co-ordmation between the co-operative and the industries 
departments 

Success of applying co-operative principles to cottage 

industries: 

If the mdustnes based on cottage industries principle 
are the same which are also produced under capitalistic 
methods of production then the products of the latter ^are- 
sure to compete effectively with the products of the' former 
resulting in the destruction of the former. In that case 
even the application of co-operative' principle would not 
support cottage industries It will be, therefore, necessary 
to organise such industries on cottage industry basis which 
form non-competing group from the machine based indus- 
tries 



CHAPTER VIII 

FINANCING FOREIGN TRADE 
EXCHANGE BANKS 

An Exchange Bank has as its mam business the finan- 
cing of foreign trade by enabling the exporter to get pay- 
ment for merchandise shipped to foreign countries, and 
the importer to make payments for the pui chases he would 
make in foreign countries An Exchange Bank does this 
function 1 of procuring foreign cunency for making pur- 
chases abroad, and by converting the moneys paid m for- 
eign currencies in foreign countries due to national export- 
ers on account of their expoits For this purpose it deals 
m foreign currencies *■ In view of the fact that the foreign 
trade of a country constitutes a factor vitally affecting its 
national economy, almost all countries have their own ex- 
change banks for financing their foreign trade For ob- 
vious reasons, unfortunately, India has so far not had any 
national exchange bank 

There are at present a large number of foreign Ex- 
change Banks operating in India engaged m this business, 
which mamly consists in dealing m foreign bills of ex- 
change and remittances Of the many, two are of no 
mam concern as they deal mostly with tourist trading 

The following are the foreign Exchange Banks ope- 
rating m India — 

(1) Chartered Bank of India, Australia and China. 

(2) Eastern Bank, Ltd 

(3) Hong-Kong & Shanghai Banking Corporation 

(4) Mercantile Bank of India, Ltd 

(5) Grindlay & Co , Ltd 

(6) National Bank of India, Ltd 

(7) Bank of China, Ltd 

(8) Netherlands India Commercial Bank, Ltd 

(9) Tomas Cook (Bankers) 

* The following are the sources of foreign exchanges — 

(1) Favourable balance of payments, resulting from exports of greater 

value than imports ' 1 

(2) Capital movements 

(8) Interest payments 

(4) Loan transactions 

(5) Exports of precious metals 
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(10) National City Bank of N.Y. 

(11) Bank of Communications, Ltd. 

' (12) Netherlands Trading Society 

(13) American Express Inc 

(14) Banco National Ultramanno 

(15) Lloyds Bank, Ltd. 

(16) Comptoir National D’Escompte of Paris. 

(17) Yokohama Specie Bank, Ltd (suspended dur- 
ing the war time) 

The finance of foreign trade consists of two operations, 
viz , (1) financing from the Indian Port to the Foreign Port 
or vice-versa, and (2) the financing from, or to, the Indian 
Port, to, or from, the upcountry distributing or collecting 
centre 

Although it is true that there was no legal bar which 
prevented the Indian banks from engaging m this business, 
the practical difficulties m the way were responsible for 
Indians not taking to this business The fact was that the 
Indian banks had to face the competition of the already 
estabhshed foreign banks, particularly because Indian 
banks have had, until recently, no branches m London 
and other important centres which precluded them from 
taking part m arbitrage and direct exchange transactions 
However, a bank which was capable of competing with the 
Exchange Banks effectively — the Imperial Bank of India 
— was prevented and prohibited from taking part till re- 
cent years (1934) The resources of the Indian banks were 
small till recently, as compared with the volume of busi- 
ness, and the same resources could be employed m inter- 
nal business m a profitable way — a factor which dissuaded 
the Indian banks from takmg to financing foreign trade 

While the above factors have prevented the Indian 
banks from taking to this business so far, there are even 
to-day factors which are still m the way of Indians An 
Indian institution requires a big amount of capital to, open 
its office m London Such an office must be maintained for 
sometime even if it entails a loss There are then the 
difficulties of procuring the necessary staff and of large 
floating resources 

In recent years, m addition to financing foreign trade 
from the Indian port to the foreign port and vice-vcisa, 
the foreign exchange banks are also taking part m finan- 
cing the movement of goods from the interior to the port 
town and vice-versa. 
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For example, in the case of goods imported into Delhi, 
the inward bill diawn by the foreign exporter is sent to 
the branch of the foreign Exchange Bank m Delhi and is 
collected m due course from the importer there and the 
pioceeds remitted abroad Similarly, in the case of ex- 
ports fiom, say, Amritsar, the Indian exporter can draw a 
bill on the foreign buyer under the letter of credit opened 
by the buyer and sell it direct to the branch of the Ex- 
change Bank at Amritsar The Exchange Bank branch 
would send the bill to its Head Office where it would be 
retired or collected from either the foreign importer or 
discounted in the London Money Market Enquiries made 
by the Central Banking Enquiry Committee revealed that 
Indian exporters and importers preferred the financing to 
be arranged by a single agency as this arrangement was 
cheaper to them It was only when there was no branch 
of the Exchange Bank that the financing of the internal 
trade upto port town and viee-veisa was done by T nrjiau 
joint-stock banks, the Imperial Bank, the indigenous bank- 
ers, and the commission agents 


Mechanism of finance — exports and imports: 

_ Taking the financing of trade from a port town to a 
foreign port, one finds that, when an exporter sells to a 
foreign buyer, say to the United Kingdom, credits, are 
usually opened with the London Banks or Finance Houses 
and the party m India advised through the medium of their 
branches (Exchange Banks) The bills against such cre- 
dits are drawn at 90 days’ sight, and they are chiefly docu- 
mentary The bills may be Documents on Acceptance or 
Documents on Payments The rate for 90 days’ bills is 
higher than those for demandvbills to allow for interest 
durmg the usuance of the bill, this rate being regulated by 
the rate of interest ruling at the centre on which the bill 
is drawn These bills are sent to London for acceptance, 
and, after endorsement by the Exchange Banks m London, 
they are usually discounted m the London Sloney Market 

The bills may further be taken to the Bank of England 
for rediscount, in which case it should have two British 
Signatures In this way, the Exchange Banks receive back 
m sterling the equivalent of their rupee payments m India 
Some of the banks having sufficient funds at their disposal 

S h0l n the tl } 1 whe n the importer or his 

Bl $’ ? t J e mone y conditions are tight, 
??t an ? e n Banks dlscount their hills in the money 
market If the bills are sent for collection by the Indian 
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exporter through an Exchange Bank, then the Indian ex- 
porter has to wait for the maturity of the bill before he 
gets his vhlue m rupees Generally, the Exchange Banks 
allow the Indian exporters to draw funds immediately, 
but, if the foreign importer does not pay before maturity, 
then the Indian exporter will be required to pay what he 
has received from the exchange bank Only where the 
foreign importer has not opened an irrevocable letter of 
credit, this procedure of sending the bills for collection is 
usually followed But this is not common 

The import trade is financed m two ways (1) Firstly, 
by 60 days’ sight D P drafts drawn on the importer 
Under this system, the foreign exporters draw 60 days’ 
Documents on Payment bills on Indian importers and dis- 
count with a London Bank having its branch m India 
These bills, along with “letters of request and hypotheca- 
tion” in favour of the Exchange Banks, are forwarded to 
the branch of the Exchange Bank domg business m India 
These Banks send the bills to the Indian importer for ac- 
ceptance Immediately on acceptance, the Indian im- 
porter has 60 days’ time for making the payment and re- 
ceiving the documents But if the importer wants the 
bills to entitle him to receive the goods immediately, -on 
acceptance of the bills he will forthwith execute a trust 
receipt under which he receives the goods before payment 
This procedure is followed by Indian importers and those 
British importers m India who give no bank references 
(2) Secondly, a totally different method is followed by 
some In certain cases where imports are made by Euro- 
pean firms, the method of ‘House Paper’ is used In this 
case, the exporting firms m London draw bills on the 
London Money Market The Bank which has accepted the 
bills will send the same to its office in India and this Indian 
Office will collect the funds from the Indian Office of the 
exporting firm and will remit the money to its head office 
In other words, firms having their offices^ in India will get 
goods on credit for two months before which they will have 
to pay for the bills In this case, instead of the London 
bank paying, it is the money market (discount market) 
that pays the exporter immediately, the London Bank, 
through its India office, collecting the proceeds later from 
the Indian branch of the London exporting firm and pay- 
ing the discount on the maturity of the bill, or when pre- 
sented by the discounting firm 

The bills m both the cases are drawn m Sterling and 
m the former case interest is charged from the date of the 
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"bill to the approximate date of arrival of the proceeds of 
the bill m London at a rate higher than the Bank of Eng- 
land rate and m the latter case the paper is discounted at 
the prevailing discount rate which is invariably lower than 
the rate of interest charged on 60 days’ D P drafts There- 
fore European importers having London Offices of stand- 
ing to arrange for acceptances of their paper stand to bene- 
fit over their Indian competitors Even in the former case 
the European importers are at an advantage because of the 
cheaper rates of mterest prevailing in London Money 
Market and the bills are drawn in sterling 


The opmion of the foreign experts associated with the 
Central Banking Enquiry Committee that as mterest rates 
are cheaper in London Market than in India, the alleged 
advantage obtained by drawing in rupee bills would be 
nullified by the increased cost of imported goods was not 
accepted by the Committee on the ground that the rate of 
interest payable by the Indian importer was not based on 
the rates prevailing m the London Money Market and that 
therefore the natural bill market was m India and not out- 
side 


The bulk of the bills between India and Europe, Am p- 
Tica and the colonies are drawn m sterling The drafts 
from and to Japan are m terms of Yen, while with China 
they are m terms of rupees 

From the above it is clear that an Exchange Bank hav- 
mg its branch office in India and its Head Office m London 
will be having its rupee resources in Indian branch and 
sterling resources in its London Office The rupee resour- 
ces in India will be utilised for making payments to those 
who present their export bills against credits opened* m 

“SF , fav ?f “ Lo “ don O^e The sterling resources 
will be utilised for making payments to exporters m Lon- 

the J ^ importers who would have 
deposited (paid) or have agreed to deposit (pay) in 

India S °, ffice at a certain rate of exchange 
When an Exchange Bank branch in India accepts the ex- 

SSf rS blllsal l d P a ys to the Indian exporters its rupee 
resources m. India will be reduced while there will be a 

men P rn Exfhma?? 1 v ltS sterlm §/ esource s m London 
wnen an Exchange Bank is presented with export nf 

geate amount than the amount of nn^rt XmSted 

^sources in -London increase In such caw 
eular exchange bank wdl be 
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deposits m India, or purchase rupees from the Reserve 
Bank m exchange for sterling to be delivered in London. 
Similarly with an increase of import bills presented to it 
consequent on increased imports to India, the rupee re- 
sources of an exchange bank would increase while the 
sterling resources in London would be depleted In such a 
case it will be required to increase its sterling resources in 
London However, India has generally a favourable balance 
of trade When the export bills are greater than import 
bills and a sterling surplus is left m London, exchange 
banks get the corresponding rupee finance for these sterl- 
ing amounts either by importing gold or silver bullion or 
by selling sterling payable in London to the Reserve Bank. 
The statutory obligation imposed on the Reserve Bank of 
India to buy and sell sterling m amounts of not less than 
£ 10,000 enables the Exchange Banks to met demands 
for payment m rupees to Indian exporters and sterling 
demands to -foreign importers 


In addition to financing the foreign trade as detailed 
above, the foreign Exchange Banks have been taking part 
m financing internal trade, particularly the movement of 
goods from the collection and distribution centres to Port 
towns and vice-versa They have been able to do so by 
opening branches in the interior places and, sometimes, by 
acquiring controllmg interest in the Indian , joint-stock 
banks The P. & O Company, soon after its floatation, 
purchased the Allahabad Bank which had as many as 40 
branches and sub agencies all over India Lord Inchcape, 
commenting upon this acquisition, said, “our acquisition of 
the Allahabad Bank gives us a footing m the interior of 
India which it would have taken years to work up The 
controllmg interest m the P & O. Banking Corporation 
itself was acquired m 1927 by the Chaptered Bank of India, 
Australia and China which purchased 1,96,059 shares out 


of 2,59,416 shares 1 

The dominant position they have come to occupy has 
enabled the Exchange Banks to finance internal trade m 
addition to foreign trade and correspondingly todepri 
the Indian banks of their business The fact that India 
businessmen, exporters or importers, in the interior places 
prefer a single agency for financing from the interior 
the foreign port and vice-versa has further encourage a 
strength ened their position Indian business men p __ 

(1) Report of the Central Banking Enquiry Committee (1931), Vol. 1, 
p age 333 


\ 
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led Exchange Banks, because no other consideration was 
more valuable to them than cheapness The consequence 
has been that the share of the Indian banks is restricted to 
financing internal trade m those places where the Exchange 
Banks have no branches, while, m regard to the financing 
of foreign trade, the shaie of the Indian banks is nil 

The great part that the Exchange Banks play m the 
internal trade will be clear when it is seen that they devote 
as much as l/6th of their total deposits to financing foreign 
trade, while a substantial poition of the rest is utilised foi 
internal trade 1 

Thus, much of the piecegoods trade m Delhi and 
Amritsar, the leather tiade in Cawnpore and the jute tiade 
in Bengal is financed by the Exchange Banks In addition, 
they also import gold and silver bullion to the account of 
their Indian clients Within seven days after the receipt 
of bullion, the clients or buyers will have to make pay- 
ments and receive the gold or silvei stocks They also 
finance the Marwari bankers by discounting the latter’s 
bills 

The enormous business enpoyed by the Exchange 
Banks m India has greatly contributed to their growth, 
and the following figures are illustrative of their important 
position — 

DEPOSITS OF EXCHANGE B VNK& IN INDIA 


Year 


Amount 
(in croics) 



Rs 

1870 


52 

1880 


3 30 

1890 


751 

1000 


10 50 

1910 


24 79 

1920 


74 SO 

1930 , 

1940 ' 


0811 

85 32 

1041 


100 7.3 

1912 


110 85 

1943 


140 19 


The predominant position of the Exchange Banks and 
its consequences on the Indian trade and commerce were 
alluded to by the witnesses before the Central Banking 
Enquiry Committee Primarily, these banks we re not sub- 

(1) S G Panandikar, Banlnng m India, page 203 
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ject to any law like the Indian banks The Directors, the 
shareholders and the executives of these banks are all 
foreign The result has been that the Indian depositors 
have had no protection, nor could Indian business men 
influence the policies of the banks Further, these banks 
were active competitors of the Indian banks m the matter 
of receiving deposits 


What Indian public opinion felt most was that the 
monopoly should have been carried on with Indian money 
to India’s disadvantage The share of Indians m the financ- 
ing of foreign trade was only 15 per cent 1 In addition, 
the Indian shipping and insurance companies were prac- 
tically out of the picture m this business, as the Exchange 
Banks insisted .on or preferred foreign companies, for 
obvious reasons An authoritative estimate has placed the 
loss to the Indian insurance companies on this account bet- 
ween two and thiee croies of rupees annually 2 However, 
the Central Banking Enquiry Committee opined that, with 
mutual goodwill on either side, the Exchange Banks might 
be persuaded to accept the policies of Indian insurance 
companies This hope has not been realised to the extent 
expected That the Exchange Banks have failed further 
m their obligation to give good references to Indian busi- 
ness men was another complaint made by the witnesses 
before the Central Banking Enquiry Committee The 
representatives of foreign banks operating m India denied 
the allegation and said that, where Indian business men 
did not disclose their accounts, it was inevitable that they 
should do so. It must be said, m fairness to these foreign 
banks that they have given good references about their 
clients having a clear long standing business connection 
with them 


The present arrangement of drawing bills, both import 
and export, m sterling has discouraged the development 
of a bill market m India, the creation of which would 
undoubtedly benefit tShe Indian importer Further, this 
system has given a decided advantage to foreigners, eithe 
exporters or importers, m that they have the benefit of 
the London Money Market While the terms for Indian 
importers are D P , bills for foreign importers are D A 
Indian importers can also obtain delivery of .their goods 
immediatel y on acceptance, but, m this case, they nave io 

(1) Report of the Central Banking Enquiry Committee (1931), Vol 1, 
page 322 

(2) Ibid , page 326 
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pass a trust receipt under which a criminal liability is at- 
tached Thus, when an Indian importer wants , the 
Exchange Banks to open a letter of credit for him, these 
banks demand 15 to 25 per cent advance on the alleged 
ground that Indian business men have inadequate resources 
to meet their obligations and their dealings are invariably 
of doubtful honesty This has been the source of not a bit- 
ter resentment to Indian business men, which explains 
the insistent demand for restricting the activities of Ex- 
change Banks 

Suggestions for restricting the activities of foreign 

Exchange Banks: 

Now the proposals for restricting the activities of 
foreign Exchange Banks mainly centre rOund two points, 
viz , the licensing of foreign institutions, and, the imposing 
of restrictions on their business activities, such as receiv- 
ing deposits, etc 

It was suggested that foreign banks operating in this 
country should be licensed as has been the practice follow- 
ed in other countries m regard to foreign banks operating 
there The Central Banking Enquiry Committee approved 
the proposal with these words “The introduction of a 
similar system is, m our opinion, necessary, partly m the 
interest of depositors, partly for ensuring the grant of 
reciprocal treatment in foreign countries to Indian banks, 
and partly for giving the Reserve Bank some control over 
the banks operating m the country 1 It may be noted 
here that the Banking Bill (1945) provided for the licens- 
ing of foreign banks 

The suggestion for restnetmg the scope of Exchange 
Banks in receiving deposits was put forward by some wit- 
nesses before the Central Banking Enquiry Committee 
These suggestions were not viewed with favour either by 
the representative of the Imperial Bank or the Foreign Ex- 
perts associated with the Committee Even the Central 
Banking Enquiry Committee disapproved of the proposal 
and remarked “The compulsory diversion' of deposits 
even partially may result m the same deposits coming back 
to the Exchange Banks through the Indian banks at in- 
creased cost for use m exchange operations and the addi- 
tional cost would be passed on to the Indian trader and 
u timately the Indian producer so long as margins are kept 

page 1 329 lep0rt ° f CeDtrai Banlan S Enquiry Committee (1081), Vol 


1. 
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at the narrowest Iimitp by competition as at present” 1 It 
was also suggested before the Committee that the Exchange 
Banks should be restricted in the matter of opening their 
branches *■ Even this proposal did not find favour with the 
Central Committee. 

The imposition of restrictions on the activities of foreign 
Exchange Banks is hardly likely to promote international 
co-operation so necessary for the economic well-being of 
the world It is also likely that such a thing might iead 
to a retahation If India wants to introduce measures res- 
tricting the operations of foreign banks within her terri- 
tories, it is very likely that other countries will imitate 
India in the' matter of restrictions on the operations of 
foreign banks within their territories, which is likely to 
have adverse effects on Indian Banks yet to take to foreign 
exchange business 

The case for an Indian Exchange Bank: 

The lack of proper facilities for Indians to take a greater 
part m handling the business of financing foreign trade 
has given rise to the question of creating an Indian Ex- 
change Bank for this purpose Looking to the heavy cost 
involved, the Central Banking Enquiry Committee and the 
Foreign Experts associated with the Committee suggested 
that well-estabhshed Indian banks could open foreign con- 
nections for the benefit of their customers as the German 
banks did to avoid the heavy cost of establishing blanches 
m foreign countries Agreeing with the Foreign Experts 
associated with it, it suggested that, after the establish- 
ment of the Reserve Bank of India, the Imperial Bank 
might *be encouraged to play an important role m the 
financing of foreign trade by removing the restrictions im- 
posed on it by the Act of 1920 regarding foreign exchange 
business These restrictions had been imposed as the 
Imperial Bank was a banker to the Government and as 
such it was felt it could not hazard foreign exchange busi- 
ness involving risk and uncertainty The position which 
the Imperial Bank had built up in the banking system was 
sufficient to entrust it with this business and the Manag- 
ing Governor of the Imperial B ank, in his evidence before 

(1) Report of the, Central Banking Enquiry Committee (1931), Vol 1, 
page 336 ^ 

* Number of offices of Exchange Banks 

Year No Year No 

1936 93 1941 99 

1939 99 1942 84 

1940 101 1943 84 
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the Central Banking Enquiry Committee, admitted that 
the Bank could easily establish connections with the Lon- 
don money market so necessary lor this purpose. The 
agency business which it did lor some ol the Exchange 
Banks, the large amount ol its inland trade finance, and 
the extensive area ol its working would help the Bank to 
make a success of foreign exchange business 

The Committee also recommended, in the event of the 
above proposals falling through, the establishment of an 
Indian Exchange Bank with a capital of Rs three crores 
The capital of the proposed bank should be obtained m 
the course of three years to be subscribed mostly by the 
Indian joint-stock banks If the capital was not forthcom- 
ing, the State should subscribe and, m the couise of years, 
should sell oS its holding to the public As long as Govern- 
ment held shares, it should have the right to nominate its 
representatives The help of the Reserve Bank should also 
be taken for rediscounts of foreign bills, as the resouices 
of the newly created Exchange Bank would not be ade- 
quate in the initial stages of its establishment Tie Govern- 
ment should also encourage the Bank by appointing it as 
the agent of the Reserve Bank for making foreign remit- 
tances on behalf of the Government 


The Central Banking Enquiry Committee had also 
before it another proposal for the creation of a scheme of 
Joint-Banks” to be worked by Indians and foreigners on 
a profit-sharing basis The Committee was inclined to 
fevour the proposal with these words “The idea of Joint- 
Banks in the sphere of international tiade, which postu- 
lates co-operation and good-will among nations with each 
other is valuable one ” However, the Committee observed 
that at that time conditions were not quite favourable for 
working out such a scheme 


hi the event, no Exchange Bank has been established 
a ® ye ; , th , e , foisting circumstances, international co- 
operation should be the basis of trade among countries of 
P^cy of isolation hardly promotes good 
The only solution \of the problem as suggested by the 
Conumttee in 1929 is, therefore, that “Indian joint-stock 
Banks and foreign banks should endeavour to find out 

° f ? ffillatlo i 1 or amalgamation which would 
result in co-operation and would, at the same time avoid 
undesirable criticism that either party was ; £ 
at confiscation, absorption, or domination * S 
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IMPERIAL BANK OF INDIA 

f 

The history of the Imperial Bank of India falls into 
three stages The first stage covers the period from the 
establishment of the Presidency Banks upto their amal- 
gamation, the second period is from 1921 to 1934 -and the 
third period dates from 1934 onwards 

The aim of having a Central Bank was mooted from 
time to time as it was so necessary to unify the currency 
and credit systems of the country Attempts made earlier 
to bring about the amalgamation of the Presidency Banks 
failed partly, due to the i ndiff erence of the Government 
and partly, because of mutual jealousies among the Presi- 
dency Banks themselves 

The Presidency Banks had the right of note issue till 
1862 and they acted as Bankers to their respective Presi- 
dency Governments In 1862 the Government deprived 
them of their right of note issue. However, they continued 
to act as agents to manage the notes issued by the Govern- 
ment At the same time they were given the use of Gov- 
ernment balances free of charge The Act of 1876 imposed 
further restrictions on them m that they were particularly 
prohibited from transacting the business of foreign ex- 
change and from borrowing or receiving deposits payable 
out of India Nor were they permitted to lend for a period 
longer than six months whether on the security of immov- 
able property, or on promissory notes with less than two 
signatures, or upon goods without the deposit of either 
goods or the documents of title thereto At the same time 
the Government divested themselves of all their respon- 
sibilities by withdrawing their share capital and by ceas- 
ing to appmnt directors Even the Government balances 
with them were reduced to a minimum The Banks con- 
tinued as independent entities till 1921 when they were 
amalgamated into the present Imperial Bank of India. 

The new Bank — The Imperial Bank of India — had a 
total paid up caprtal of Rs 5 62 crores and reserves of about 
4 02 crores on the date of the amalgamation (1921) and the 
Government once again began to evince interest m it. 

The management of the Bank was vested m a Board 
of Directors consisting of 16 Directors, who were then 
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known as Governors Of /the 16, as many aslO Governors 
were appointed by the Governor-General Those appoint- 
ed by the Governor-General were two Managing Gover- 
nors four non-official Governors representing the Indian 
interests in general, three Secretaries of the local Boards, 
and an Officer of the Government of India— usually the 
Controller of Currency The remaining six Governors 
were elected, two each from among the shareholders of 
the local Boards They were the President and the Vice- 
presidents of the local Boards 

In the absence of a Central Bank to, unify currency 
and credit and to serve as a banker to the Government, the 
Imperial Bpk occupied a unique place in the Banking 
" system of tne country It served as a banker to the Gov- 
ernment and to some extent, was treated as a bankers’ 
bank, m that it managed the clearing houses m important 
towns of India and offered remittance facilities 


The Imperial Bank was given the management of the 
public debt, the general banking busmess of the Govern- 
ment and the holding of treasury balance without interest 
In return, the Bank was asked to open 100 new branches 
within five years, of which the location of the offices of as 
many as 25 was to be decided by the Government By the 
year 1926 (Dec ) the Bank had as many as 186 branches, in- 
cluding “the 102 new branches which it ^opened by March, 
1926 under Government directions, out of which 36* were 
located m places where there was no bank previously and 
89 were located in places where there were treasuries” 1 
and m these places the treasuries’ balances were transferred 
to the Bank and the treasuries closed The Bank was asked 
to give remittance facilities through its branches to the 
public at rates determined by the Controller of Cur- 
rency Certain restrictions were also imposed on the 
lending power of the Bank m that it was not per? 
nutted to lend on a negotiable security of more than six 
months’ duration Nor was the Bank permitted to deal m 
foreign exchange except that it be to the bonafide personal 
requirements of its clients Further, the Bank was not 
permitted to open new accounts m its London office to its 
clients who were not its clients (Presidency Banks) for 
three years previously 

The Bank acted as a Bankers’ Bank and many Banks, 
including the Exchange Banks, kept deposits with it It 
offered remittance facilities and managed clearing houses 

0-1 Dt S K Mwaajan, Modern Banking %n India, page 104 ” 

B S 1—7 
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The functions which the Bank was authorised to do 
under the Act of 1920 can be conveniently classified under 
the headings advances, borrowing powers, dealings m bills 
of exchange, ordinary banking business, and other 
business 

Advances: 

The Bank was permitted to do the following. — 

(1) Advance m6ney and opening cash credits' on the' 
security of 

(a) Stocks, Funds and Securities m which a 
trustee is authorised by Law to invest trust 
money. 

(b) Securities issued Jay State-aided Railways as 
have been notified by the Governor-General 
m Council 

(c) Debentures or other Securities issued under 
any Act of a Legislature m British India by 
or on behalf of, a District Board, or Municipal 
Board. 

(d) Debentures of companies with limited liability 
registered m India or elsewhere. 

(e) Goods which or documents of title to which 
thereto were deposited with, or assigned to, 

* the Bank, as security for such advances 

- (f) Accepted Bills of Exchange or Promissory 
Notes 

(g) Fully paid up shares of companies with limit- 
ed liability or immovable property of docu- 
ments of title relating thereto as collateral 
security where the original security is one of 
those specified m ‘a’ to ‘e’ and, if authorised 
by the Central Board, in ‘g’ 

(1) (b) With the sanction of Provincial Government, 
advancmg money to Court of Wards upon security 
of estates m their charge provided that the period 
for which such advance or loan is made shall not 
exceed nine months m the case of advances re- 
lating to the financing of seasonal agricultural ope- 
rations or six months in other cases 

Borrowing Powers: 

The Bank was permitted to: — 

(a) Borrow money in India for the Bank’s business. 
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(b) Borrow money m England for the Bank’s business 
only upon the security of the assets of the Bank 

Dealings in Bills of Exchange: 

The Bank was permitted to 

(a) Draw, accept, discount, buy, and sell bills of ex- 
change and other negotiable securities payable in 
India, subject to the direction of the Governor- 
General in Council, Discount, buy, and sell bills of 
exchange, payable outside India for, from, and to 
only ' such Banks as the Governor-General in 
Council may approve 

(b) Draw bills of Exchange and grant letters of credit 
payable out of India for the use of principals m 
connection with receiving deposits and keeping 
cash accounts and also for private constituents for 
bona fide personal needs 

(c) Buy, for the purpose of meeting such bills or letters 
of credit, or bills of exchange payable out of India 
at any usuance not exceeding six months 

Banking business: 

(a) Receive deposits and keep cash account 

(b) Receive securities, plate, jewels, title deeds or 
other valuable goods for safe custody 

(c) Transact pecuniary agency business on commission 
Other business: 

(a) Buy and sell gold and silver, coined or uncoined. 

(b) Selling such properties movable or immovable, as 
may come into Bank's possession in satisfaction of 
claims 

(c) Invest the funds of the Bank upon any of the secu- 
rities specified m (a) to (c) m clause 1. 

The Act of 1920 also imposed certain restrictions under 
which the Bank was prevented from (1) making loan or 
advance for a period longer than six months upon the secu- 
rity of the shares of the Bank except in the case of advances 
to Court of Wards, upon mortgage or security of immovable 
property, or documents of title relatmg thereto. (2) The 
amount which may be advanced to any individual or part- 
nership was limited and advances ccfuld be made only on 
the two kinds of securities specified in (a) (b) (c) and (d) 
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of (1) Under Advances (3) The Bank was not permitted 
to make discounts, or grant advances on personal security 
unless such discounts' and advances carried with them the 
several responsibilities of at least two persons of firms 
unconnected with each other in general partnership 

The Bank continued to function under the Act of 1920 
till it was 1 amended m 1934 on the establishment of the 
Reserve Bank of India as the Central Bank of the country. 
That brings us to the third stage of the Bank’s history 

The Imperial Bank after 1934: 

The capital of the Bank was increased to Rs 114 crores, " 
half of which is paid up and the other half a reserved lia- 
bility The fully and paid up capital is composed of 75,000 
shares of Rs 500/- each and fully paid Rs 1,50,000 shares 
of Rs 500/- of which Rs 125 is paid The Reserve Fund of 
the Bank stood at Rs. 5 47 crores The Bank had been .pay- 
ing a dividend of. 16 per cent upto 1931 and thereafter it 
has been paying a dividend of not less than 12 per cent. 

The Bank has a Central Board and three local Boards 
elected by the Shareholders at Bombay, Madras, and Cal- 
cutta The Central Board consists of 16 members. They 
are ,the (1) Presidents, Vice-Presidents, and Secretaries of 
the Local Board. (2) Three Directors representing the 
Shareholders of the Local Boards, (3) Two non-official 
nominees of the Governor-General (4) An Officer appoint- 
ed by the Central Government (5) The Managing Direc- 
tor and the Deputy ( Managing Director appointed by the 
Central Board for a period of five years, the appointment 
being renewable thereafter for further periods of five years 
each time , 

The Central Board has no fixed location and it holds 
its meetings either at Bombay or at Calcutta The Manag- 
ing Director is the Chief Executive' of the Bank The De- 
puty Managing Director also attends the meeting' but 
votes only m the absence of the Managing Director The 
functions of the Bank are laid down m Bye-Laws, and the 
Central Board deals only with matters of general policy 
“such as the movement of funds from one place to another 
and the publication of the weekly statement” 

By the amendmg Act of 1934 not only the lestnctions 
imposed on the Bank by the earlier Acts have been remov- 
ed but the Bank itself has ceased to be a Government 
Banker and a Bankers’ Bank, though it continues to func- 
tion 'under the special Act 
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The Bank is free to open its branches wherever 'it 
[ thinks advantageous, 'it can buy and sell foreign bills of 
exchange or usuance not exceeding nine months if they 
relate to the financing of the seasonal agricultural opera- 
tions, and six months m other cases, it can open cash credits, 
receive deposits and, borrow money outside India, it can 
make advances against goods hypothecated to it instead of 
bemg restricted to advances only against goods which are 
1 in its possession or the documents of title to which are 
deposited with it, and, finally, it can make advances and 
open cash credits on the security of the shares of the 
“Reserve Bank of India or on the Security of debentures 
issued under the authority of a Municipal Board or Com- 
mittee, or with the sanction of the Governor-General m 
■Council, or on debentures issued under the authority of 
the ruler of an Indian State, or subject to the directions of 
its\ Central Board, or on debentures or fully paid-up shares 
■of Companies with limited liability registered in India 

Even after 1935, when the restrictions imposed upon 
the Imperial Bank were removed enabling the Bank to act 
like any other commercial bank, the Bank still continues 
under the special Act. 

The Imperial Bank in the Banking System: - 

,, The Imperial Bank of India occupies a unique place m 
the banking system of the country The vastness of its 
resources its intimate connection with the Government 



it now occupies 

fio?5i ef T. tl l e , e ? abllshment 01 the Reserve Bank of Irnka, 
fin?'* * * ot J 1 ^Posits were greater than the deposits of 
ff,™ joint-stock banks, its private, deposits alone bemg a 

Even ^ late t as n in th iq 4 n eP ? SltS ° f *K Se ^omt-stock bails 

eaualtothprfJSn 1 ^ 19 ^t’ i ts pnvate deposits were nearly 
•equal to the deposits of Indian joint-stock banks (‘A’ class) 

onioTfrom* St rnSV 0nS + l atrona§e xt has been able to 
gnjoy trom the Government by means of the grant of mte- 
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16 per cent 
16 
16 
16 
16 
16 
16 
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16 

14 

12 

12 
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rest-free balances has been that the public have placed their 
confidence in the Bank The fact that the Bank has been 
/'able to make a profit greater than any other Bank and, at 
the same time, maintain a high degree of liquidity of its 
assets, probably accounts more for this public confidence 
than the interest-free balances It is true that it had to 
maintain appreciable liquid assets as it was in the nature 
of a Central Bank in the absence of such an institution But 
a more cogent reason seems to be that restrictions imposed 
on it m the matter of discounts 'and advances compelled it 
perforce to maintain a high degree of liquidity It is, there- 
fore, true to state that more than the interest-free balances 
it was the liquidity of its assets that accounted for its huge 
business After all, the interest-free balances accounted 
- only for a fraction of its '"total deposits The Bank 
had, from the beginning, followed a policy of open- 
ing a number of branches, and, later on, at the instance of 
the Government, it opened many more and thus ensured 
for itself a very wide area for its activities By this policy, 
be it said to its credit, it extended banking facility to the 
remote corners of India It had the largest number of 
branches by the year 1926, m 1941, it had 401 branches, and 
even m the year 1947-48, the Imperial Bank branch is per- 
haps the only banking institution in many places nr India. 

In the absence of a Central Bank, the Imperial Bank 
had to take up the* leadership of the banking system, which 
it did, for which it was well-suited. Joint-Stock banks had 
their accounts with it and so were the Exchange Banks. 
Not that the Indian Banks had implicit faith m its leader- 
ship In fact, they felt, and complained of, 'competition 
from the Imperial Bank 1 But still its conspicuous posi- 
tion was beyond dispute As a Bankers’ Bank, it /did not 
fail m its obligations to banks when they were in" difficul- 
ties and needed help 2 But what the Indian Banks 
resented was the alleged step-motherly treatment meted 
out to them on racial and political grounds The Imperial 
Bank, it was alleged, was discriminating against Indians 
and this it was pointed out, was evident even from the 
composition and management of the Bank 

As a leader of the banking system, to the lot of the 
Imperial Bank fell the regulation of the monetary condi- 

(1) Minutes of evidence taken by the Royal Commission on Indian 
Currency and Finance, Volume V, Q 12058 — 12077 

(2) Mmutes of Evidence, Royal Commission on Indian Currency and 
Finance, Volume IV, page 400. 
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tions In order to assist the money market in the busy 
season when the Bank fate usually rose high, the paper 
currency department was allowed to grant loans to the 
Imperial Bank upto a maximum of Rs 12 crores, of which 
Rs 4 crores was at 6 per cent, the remaining Rs 8 
crores at 7 per cent During the busy season, the Imperial 
Bank financed the marketing and movement of goods by 
discounting hundis to indigenous bankers and the banks had 
to lower their discount m those places where the Bank 
opened its branch-— thus makmg its presence felt in the 
discount market Accordmgly, Joint-Stock Banks com- 
plained of competition by the Imperial Bank m the matter 
of discount ra+es offered by the latter 


The fact that, even after establishment of the Reserve 
Bank of India the Imperial Bank has continued to be gov- 
erned by the special Act, has been criticised by the public 
It has been asked, for instance,- why the Imperial .Bank 
itself was not converted into a Central Bank’ The ques- 
tion is often asked why a bank which had built up such a 
mighty j organisation, and which, m practice, was a Central 
Bank, was not converted into a Central Bank The Hilton 
Young Commission considered the whole question and 
came to the conclusion that to dismantle the Bank of its 
commercial functions would arrest the progress of the 
country in the one sphere where the progress was most 
uigent and vital In addition, Central Banking functions 
are never consistent with commercial banking functions, 
particularly when, m the discharge of the former functions, 
if; has to act as a bankers’ bank Further, where-a Com- 
mercial Bank works solely for profit, a Central Bank has 
to forego the same in the national interest Though the 
Hilton Young Commission did not favour the conversion of 

B T J a Central Bal *, the Indian opinion 

was m favour of it This was because they feared that after 

would be f° t the Re ! erve Bank of India, there 

would be two institutions working under special Acts and 

enjojnng special privileges, unknown man? other Tount^ 

r ? * ?® ars were also expressed whether the Im- 
perial Bank of India, an erstwhile competitor of the Com- 
mercial Banks, could work as bankers’ bank effectively 
g~n the controvers y was set at rest with the decision 
Reserve hSHTL* es *f b ? sh a new msttution-the 
toctas M and haDd 0V “ Central Banking 
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The Imperial Bank of India as agent of the Reserve Bank 

of India. 

As though m reward for the past services rendered by 
the Imperial Bank of India, it has been appointed as the 
agent of the Reserve Bank of India. For this purpose, the 
Imperial Bank has entered into an agreement with the 
Reserve Bank which will remam m force for 15 years and 
thereafter until terminated by five years’ notice- on either 
side Under the terms of the agieement, the Imperial Bank 
is appointed as the agent of the Reserve Bank of India at 
all places m British India wheife there is a branch of the 
Imperial Bank of India and where there is no branch of 
the Reserve Bank of India (Banking Department) The 
Imperial Bank is to be paid for performing these agency 
duties on behalf of the Reserve Bank of India a commission 
calculated at 1/16 per cent for the first ten years ^ of the 
pendency of the agreement on the first 250 cr ores. and at 
1/32 per cent on the remainder of the total receipts and 
disbursements dealt annually on account of the Govern- 
ment The rate of commission for the next five years is to • 
be decided on the basis of the actual cost to the Imperial 
Bank as ascertained by expert accounting investigation 
For having maintained the branches for a period of 15 
years, the Reserve Bank shall pay to the Imperial Bank 
sums not exceedmg Rs 9 lakhs during the first five years, 
and Rs 6 and 4 lakhs during the next two five-year periods 
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CHAPTER X 


COMMERCIAL BANKING 
INDIAN JOINT-STOCK BANKS 


Strictly speaking, banking institutions like the Imperial 
Bank and Exchange Banks are also Commercial Banks, 
though the term “Commercial Bank ” 1 is generally applied 
to Joint-Stock Banks registered under the Indian Com- 
panies Act. /\rp 

In India, there is no special law governing banking 
institutions The provisions of the Indian Companies Act 
are generally applicable with certain additional clauses 
relating to banking companies Prior to the amendment 
Act of 1936 to the Indian Companies Act, a banking Com- 
pany was distinguished from other companies, m that the 
Act prohibited partnership of a banking company if it con- 
sisted of more than 10 partners, whereas, m other cases, 
the number of partners was allowed to be 20 The Act 
also required banking companies to file with the Registrar 
of Companies a list of its places of business as well as their 
periodical statements and balance sheets In the balance 
sheets, the banks were required to show the secured and 
unsecured debts separately. A further provision of the 
Act required the appointment of Inspectors on the appli- 
cation of members holding shares of the value of not less 
than one-fifth of the issued shares to examine the affairs 
of the Company 

* 

These provisions were inadequate and, therefore, the 
Central Banking* Enquiry Committee recommended the 
enactment of special Act to govern banking institutions. 
The foreign experts associated with the Central Banking 
Enquiry Committee did not favour a special Act, but re- 
commended that suitable amendments to the Indian Com- 
panies Act should be made. 


(1) See Appendix IV for the Balance Sheet of a Commercial Bank 
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The Government of India amended the Indian Com- 
panies Act m 1936, and, as amended, the Act contains im- 
portant provisions to regulate banking companies. 


In the first place, the amended Act defines a banking 
company' as a company which carries on as its principal 
business the accepting of deposits of money on curren- 
account or otherwise, subject to withdrawal by cheque, 
draft or order A banking company is permitted to do ail 
other busmess incidental to its principal functions" 


Section 277F of the Indian Companies Act provides that 
no company formed after (1936) the commencement of 
the amendment Act which proposes to carry on the busi- 
ness of Banking and adds for that purpose to its name 
words like “Bank”, “banker” or “Banking” shall be regis- 
tered unless it limits m its memorandum of association its 
functions to the acceptance of deposits, current or other- 
wise, subject to its withdrawal by cheque, draft or order. 
The amendment Act also prohibited the appointment of a 
managing agent for a banking company Further, certain 
restrictions are imposed if a banking company has to com- 
mence its busmess Thus the Act provides that a banking 
company shall not commence busmess, unless it has a sum 
subscribed as its share capital an amount of Rs 50,000 and 
unless it has filed an affidavit signed by two dnectors and 
the manager to that effect A banking company, other than 
a scheduled bank, is required to maintain 1£ per cent of 
its time and 5 per cent of its demand liabilities, in cash 
A\ further provision lays down that no banking company 
shall form any subsidiary company for the purpose of 
undertaking the execution of trusts, administration of 
estates, as executor trustee or otherwise, except that it can 
undertake the same as is provided m Sec 277F incidental 
to its ordinary business 


Joint-Stock Banks are classified into four groups To the 
first group belong the scheduled and non-scheduled banks , 
having a capital and reserves of more than Rs 5 lakhs each. 
To the second group belong banks which have capital and 
reserves between Rs 5 lakhs and Rs 1 lakh each To the"" 
third group belong those banks which have capital and 
reserves between a lakh of rupees and Rs 59,000/- To the 
last group belong Banks winch h'ave each capital and 
- reserves of less than Rs 50,000 


* See Appendix IX 
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The following figures show the position of the four 
classes of Banks at the end of 1945 — 

(In thousands of Rupees) 


Class 

No. of 
Reporting 
Banks. 

Capital 

and 

Reserves 

Deposits. 

Cash on 
hand and 
in Banks 

Bills dis- 
counted 
and Loans 

Invest- 
ment in 
Govern- 
ment and 
' other 
Securities 

A 

143 ' 

45,08,54 

6,01,17,11 

mm 

2,46,21,26 

2,97,93,20 

B 

174 


32,04,69 


18,44,65 

8,25,14 

C 

114 


7,44,60 



1,53,05 

D 

/ 

244 

' 49,10 

4,19,42 

j 1,21,76 

2,82,44 

49,69 


Source Statistical Tables relating to Banks in India 1944 and 1945 

Business of Commercial Banks: 

The Commercial Banks m India engage themselves m 
the distribution of credit — the same purpose as is fulfilled 
by co-operative banks in rural areas Commercial Banks 
m India do not have the right of note issue which is essen- 
tially the function of the Reserve Bank Nor are they play- 
ing any adequate part m the financing of foreign, trade 
The share of the Indian Banks with regard to industrial 
finance is not much The result is that they are mainly 
concerned with the distribution of commercial credit 
For this purpose, they pool the national savings First, 
they obtain funds by share capital and, secondly, by means 
of deposits The deposits may be fixed, savings or demand 
deposits Only a few big banks have savings deposits, 
w hil e a large number of smaller banks accept savings 
deposits. The 'banks augment their resources by means of 
the reserve fund they build by setting apart a portion out of 
their annua l profits But the bulk of their funds comes from 
the deposits In mobilising deposits thus, the Commercial 
Banks render mvaluable service to the economic life of the 
community. 

Factors governing the volume and size of bank depo- 
sits are many In the first place, it depends generally upon 
the capacity of the people to save, and, therefore, upon me 
level of income of the people, and secondly, upon the bank- 
ing habit It, also depends upon the faith the people have m 
the banking institutions and upon the facilities offered y 
the latter to the public People generally look to security 
• first and profitability next in countries like India wnere 
banking has not developed well The_ size and the vol 
bank deposits depend essentially upon the extent to which 
people prefer to invest their savings in banks as compared 
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to investing m other agencies A large volume of the an- 
nual national savmgs of the people is invested in building 
activities A part is invested in industry. This amount, 
however, reappears as the industries keep a large portion 
of their cash m a liquid form, that is, by way of current 
deposits m Banks Some portion of the national savmgs 
is invested in insurance companies by means of insurance 
prfemia A portion is invested in precious metals In fact, 
it w'as brought to the notice of the Central Banking En- N 
quiry Committee^that India absorbed large quantities of 
silver and gold, every year This would appear to be an 
exaggeration if the flow of precious {metals into other 
.countries were taken into consideration In recent years, 
the Government has become a competitor, as the borrow- 
ings of the Government have increased Post Office Sav- 
ings Banks and Postal Cash Certificates, together with 
Port Trust and Municipal Loans, absorb a considerable 
amount of the savmgs of the people The Post Office 
Savmgs Bank account mcreased from 22 86 crores m 1920-21 
to 8194 crores m 1938-39 Similarly, the amount mvested 
m cash certificates mcreased from 434 crores m 1920-22 
to 59 57 crores in 1938-39 In the subsequent years the 
deposits m these have declined The decline is due as 
deposits m Post Office Defence .Savmgs, Post Office National 
Savmgs Certificates, Post Office Defence Savmgs Bank 
have increased considerably 

But smce then the mvestment m these is not keeping 
pace with the speed with which the Bank deposits i are in- 
creasing During the War period, the deposits of Banks 
mcreased enormously in spite of the heavy Government 
borrowing and other factors This is due partly because 
savmgs could not find any outlet either m b uildin g acti- 
vities or for the importation of goods due, m either case, to 
respective restrictions thereon The amount of funds in- 
vested m Postal Savings and Cash Certificates has fallen 
low', probably because the public prefer to invest their 


* (in lakhs of Rupees) 

Year 

Postal Savings 
and Cash 
Certificates 

Year 

Bank 
Deposits 
(all banks) 

Bank 

Deposits 

(Joint-stock 

Banks) 

1938 140,28 

1941 102,26 

1942 90,26 

1943 108,11 
(fall of 23%) 

1938 255,92 

1941 364,74 

1942 498,66 

1943 714,60 
(a rise of 179 6%) - 

106,81 

149,09 

218,35 

359,88 

(a rise of 360^) 
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savings m ' Government loans in preference to depositing 
tliem in banks It further reflects the structural changes 
in the Banks’ deposits. The huge deposits in the Banks are 
probably owned more by big firms and corporations than 
by individual savers , While time deposits are practically 
at a standstill, the demand deposits are moving at a rapid 
rate. In the year 1945-46 the Demand deposits were twice 
the amount of the time deposits We have no figilres 
showing exactly how much of the Banks’ deposits are to 
the account of firms and business corporations and how 
much to that of individual depositors If* the amount in- 
vested m the postal savings and cash s certificates is any 
index of the saving capacity of the people, then it is clear 
that it has reached the lowest ebb. 

A* further factor governing the size of hanking deposits 
and the growth of banking institutions generally is the 
general economic condition of the country. In a period of 
boom and rising prices, Banks prosper and create additional 
credit on the basis of their deposits But when the depres- 
sion sets m, the Banks recall the loans they have made, as 
they would be required to keep their position sound. The 
volume and the size of bank deposits also depend upon the 
interest rates paid by the Banks 

The deposits may be demand, time, or savings deposits. 
Demand deposits are those on current account payable on 
demand by cheque or by any other means as may be adopt- 
ed, and time deposits are those which are payable after 
some specified period In one sense, savings accounts 
(deposits) also belong to the latter category. The follow- 
ing figures show the growth of different lands of deposits 
of the Scheduled Banks: 


Scheduled Banks* 
(in Crores of Rupees) 


Year 

Number of 
Banks 

Demand 

Deposits 

Tune 

Deposits 

Savings 

Deposits 

Percentage 
of Demand 
to total 
deposits 

1938-39 

55 

129 98 

107 85 


54 7 

1939-40 

59 

139 65 

105 03 

38 15 

56 8 

1940-41 

68 

' 16 8 90 

104 94 

37 58 

66 0 

1941-42 

59 

211 35 

107 61 

37 24 

74 6 

1942-43 

61 

306 28 

104 21 

48 3d 

76 2 

1943-44 

75 

456 63 

142 78 

68 03 

, 751 

1944-45 

84 

584 60 

194 12 

90 58 

71 6 

1945-46 

91 

654 53 

259.52 

121 56 

*69 2 


* These figures are inclusive of the figures for Exchange Banks and the 
Imperial Bank No figures are available for Indian Scheduled Banks as 
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The following table shows the growth of demand and 
time deposits of the non-scheduled banks submitting the 
returns under the Indian Companies Act: — 

(m Crores of Rupees) 


Year 

Number of 
Banks 

Demand 

Deposits 

Time 

Deposits. 

Percentage of 
demand to 
total deposits 

1930 

669 

4 87 

11 00 

30 5 


604 


11 48 

31 4 

1941 


- ; a nss 

12 47 


1942 

534 


13 59 

4-4 0 

1943 

. 530 

17.52 

17.27 


1944 

618 

24 84 


40 8 

1945 

632 

33 92 

30 71 

46.1 

1946 



45 65 

41 8 


Commercial Banks m India pay interest on deposits 
The interest paid on current (demand) deposits differ from 

such in regard to the demand, time Bnd savings deposits, showing these 
items separately. However, a large number of Scheduled Banks do not hold 
savings deposits as such Of the 70 Scheduled Banks in 194*5 as many ns 14 
banks held savings deposits Of the Non-Schcdulcd Banks with capital and 
reserves of Rs 5 lakhs and over numbering 08, as many as 28 banks held 
savings deposits and out of the total number of 174 Banks with capital and 
reserve between Rs 5 lakhs and 1 lakh as many as 16 banks held snt mgs 
deposits m 1915 Out of 114 banks with capital and reserves between Rs 1 
lakh and Rs 30,000 as many as 81 alone held savings accounts at the end 
of 1943 

Distribution of demand and time deposits and the percentage of demand to 

total deposits 


(figures in 000,000) 


1038 

1031 

1018 

1046 

Demand 

Deposits 

n 

11 

rs 1 

c 

2*3 R 
ESts 1 

Son 

■a*; g. 

o g- 

6$ 

Demand 

Deposits 

Time 

Deposits 

rs 

* 

£53 
o o 
'Owe, 

S5> 

■85 

? B 

Eg. 
jj “ 

aa 

Time 

Deposits 

% of demand 
to total 
Deposits 

Demand 

Deposits 

Time 

Deposits 

rs n,J 

P-K 

•3° C. 

■3£$ 

vO 

0> 

Australia 118 3 


87 63 

121 61 

109 0 

87 8 


201 0 

Mg 

Elil 

224 0 ( 

01 0 

Canada 690 


20 74 

742 i 

1600 


1010 


HE 


2760 

41 91 

USA 24336 

6252 

82 21 

28880 

6889 

81 24 





0373 

87 02 

S Africa 








* 


36 6 

80 57 
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those paid on fixed (time) deposits. However, the Imperial 
Bank does not pay any interest on current account The 
Exchange Banks and other banks do pay interest 
on current accounts In the case of savings depo- 
sits Banks insist on a minimum balance to be 
maintained by the customer and restrict the withdrawal 
both in regard to the time and the ( amount. The larger 
Banks. m Bombay paid interest at rates varymg from 
(January) to 2£% (Aug -Sept) on deposits for three 
months, from 2\ (Dec -Jan ) to 1£ (Aug -Sept.) per cent on 
deposits for' six months arid from (Dec - Jan ) to 2 (Aug- 
Sept ) per cent for deposits for a year and over in £he year 
1938-39 In recent years the rates have declined m that m 
the year 1946-47 the highest rate paid by any Bank m Bom- 
bay was not above If per cent (Mar.-Apr -March) • 
While it is true that bigger banks m Bombay pay lower 
rates of interest, it is equally true to say that smaller banks 
m the mofussil pay higher rates of interest They do so 
probably to attract deposits and augment their resources 

The Commercial Banks distribute credit either by 
means of loans and advances or by discounting bills Com- 
mercial Banks m India advance loans against gold and 
valuables practically unknown to Western Bankers They 
also advance to a limited extent to merchants and exporters 
on v agricultural produce They also advance loans on the 
security of land and buildings Most of the Commercial 
Banks offer remittance facilities, while some undertake 
even executor and trustee business Some smaller Banks 
conduct what are known as kuris and chit funds business- 

In the case of loans and advances the borrower under- 
takes to pay and no time limit is set generally. In the case 
of discounts of bills the accepting bank or the 'acceptor 
undertakes to pay to the discounting house or bank within 
a specified period, that is, on the maturity of the bill and the 
bank or the individual discounting the bill will charge 
interest for the intervening period between the date of 
payment or discount by the Bank and the date of maturity 
or the date of payment by the original acceptor or the ac- 
cepting house or Bank. 
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The following figures show the relative position of 
loans and advances to bills — 

Scheduled Banks* 


Year 


(in Crores of Rupees) 

/ 

* 

Loans and Percentage Bills 
advances to total discounted 
deposits 


Percentage 
to total 
deposits 


1938- 39 

1939- 40 

1940- 41 

1941- 42 

1942- 43 

1943- 44 

1944- 45 

1945- 4G 


115 85 

48 71 

125 89 

51 24 

122 13 

45 43 

420 20 

37 68 

95' 68 

23 30 

156 14 

26 05 

224 22 

28 78 

285 07 

31 19 


4 86 

2 04 

5 25 

2 14 

3 84 

1 43 

4 93 

1 35 

2 18 

0 53 

-5 59 

0 93 

13 IS 

3 44 

16 05 

1 75 


♦All Scheduled Banks 


Non-Scheduled Banks— Loans and Advances including bills discounted 
' (in Crores of Rupees) 


Banks with capital & Banks with capital & Banks with capital and Re- 
Year Reserves of Rs one Reserves between Rs one serves of less than Rs 
lakh &, over lakh A Rs 50,000 50,000 



No of Amount % to No of Amount 

Bints total Banks 

deposits 

% to 
total 
deposits 

No of 
Banks 

Amount 

% to 
total 
deposits 



14 18 

80 9 

112 

2 65 

88 9 

400 

2 6 

108 7 



13 08 

72 9 

121 

2 59 


332 

2 32 

108 7 

1941 


14 58 

72 7 

124 

8 09 

78 6 

147 

0 84 

85 8 

1942 


17 50 

60 5 

187 



133 

0 69 

100 O 



22 45 

55 8 

141 

4 12 

G5 8 






38 53 

50 6 

113 

3 76 

64 5 

285 

2 47 

70 8- 


242 

43 75 

47 5 

114 

4 61 


244 

2 82 

67 8- 


In relation to deposits the percentage of loans and 
advances including Bills discounted of the Scheduled Bdnks. 
fell from 53 38 in 1939-40 to 23 83 in 1942-43 However 
there was a steady increase and in 1945-46 it stood at 32.94'/ 


Percentage 


Australia (9 Banks) 
Canada 
USA 
Imperial Bank 



B S 1—8 





102 


An Outline of Banking System m India 


-The percentage of loans' and advances including bills dis- 
counted of non-Scheduled banks with capital and reserves 
of Rs 1 lakh and over fell from 86 9 m 1939 to 55 8 in 
1943 and to 47.5 m 1945. The percentage of loans and ad- 
vances including bills' discounted of non-scheduled banks 
with capital and reserves between Rs 1* lakh and 
Rs 50,000 and those with capital and reserves of less, than 
Rs. 50,000 fell from 88 9 and 108.7 m 1939 to 61 9 and 67.3 
respectively m 1945. 

Investments form an important assets item m a Com- 
mercial Bank’s portfolio Generally Banks m India invest 
their funds m Government securities partly because they 
consider it most liquid, that is, they can realise cash at 
short notice and without much loss -in capital invested, and 
partly because such securities would serve as the basis for 
loans from the Reserve Bank at the bank rate. 

The following figures show the position of investments 
ol the Scheduled Banks and Non-Scheduled Banks 

? Scheduled Banks * 


(in Crores of Rupees) 


Year 

Investment m 
Government and 
other securities 

Percentage of 
Invcstmehts to 
total deposits. 

1030 

86 51 

38 9 


42 45 

40 0 

1941 

58 52 

45 4 

1042 

101 77 

53 7 

1943 

164 25 

51 4 

1944 

231 41 

53 2 

1945 

278 52 

51 5 


Non-Scheduled Banks 



Banks with capital 
and Reserves of 

Rs 1 lakh and over 

Banks with Capital 
and Reserve between 
Rs 1 lakli and 

Rs 50,000 

Banks with Capital 
Reserves of less 
thanRs 50,000 

Yeai 

Amount 

Per cent 
to total 
deposits 

Amount 

Per cent 
to total 
deposits. 

Amount 

Per cent 
to total 
deposits 

1089 

1940 

1041 

1942 

1948 

1944 

1945 

4 59 

4 83 

5 80 

8 32 

10 04 

16 56 

27 66 

i 

28 2 

25 5 

28 9 

28 7 

24 9 

25 0 

30 0 

i 

i 

42 

44 

65 

80 

1 05 

1 18 

1 53 

14 1 

15 4 

16 5 

16 2 

16 8 

20 2 

20 5 

23 

25 

70 

b 

35 

50 

8 7 

9 2 

8 3 

8 0 

10 0 

11 9 


* Excluding the figures for Exchange Banks and the Imperial Bank. 
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From the above figures it is clear that the mvestments 

of the Scheduled Banks (excluding __ B 5$ 

have increased from 38 9 per cent in 1939 to 514 m 1943 
and to 515 m 1945 The^pre-war percentage for the year 
1938 was 43 1 The percentage of investments to total depo- 
sits of non-scheduled banks with capital and reserves of 
Its 1 lakh and over declmed from 28 2 in 1939 to 249 
m 1943 and improved to 30 0 in 1945 The pre-war per- 
centage for the year 1938 was 22 8 The percentage of in- 
vestments to total deposits of non-scheduled B^ks with 
•capital and reserves between Rs 1 lakh and Rs 50,000 
and of those banks with less than Rs 50,000 increased from 
14 1 and 8 7 m 1939 to 20 5 and 11 9 respectively * 


F inally we come to the cash position, Generally banks 
in India mamtam a higher percentage of cash to total depo- 
sits either in their own vaults or as balance with other 
banks, or with the Reserve Bank to meet the demand of 
the depositors whenever the demand arises The following 
table shows the position of Scheduled Banks and Non- 
Scheduled Banks — / 


Scheduled Banks 
(in Crores of Rupees) 


Yeai 


Amount 

/ 

Percentage to tota 
deposits 

1930 


16 12 

17 2 

1940 


25 02 

28 b 

1941 


24 21 

18 8 

1942 


48 77 

23 1 

1943 


76 77 

23 9 

1944 


89 65 

20 6 

1945 


105 59 

19 5 

• 

* Percentage of investments to total deposits 

(Commercial Banks) 


1938 

1939 

1943 1945 

Canada 

50 1 

50 66 

58 22 

Australia 

12 96 

11 35 

31 30 

USA 

54 42 

51 18 

81 61 

Imperial Bank 

58 6 

43 80 

60 70 59 4 
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Non-Scheduled Banks 


(in Crores of Rupees) 



Banks with Capital & 
Reserves of Rs 1 
lakh and over 

Banks with Capital & 
Reserves between 
Rs 1 lakh & 
50,000 

Banks with Capital & 
Reserves of less than 
Rs 50,000 


> 

Per cent 


Per cent 

j 

Per cent 


Amount 

to total 

Amount 

to total 

J Amount 

to total 


- 

deposits 


deposits 

1 

deposits. 

1939 

1 

1 98 

12 2 

52 

17 4 

38 

14 4 


3 48 

18 4 

59 

20 6 

47 

17 3 

1941 

4 16 

20 7 

98 

24 9 

18 

15 5 

1942 

8 12 

28 0 

1 56 

31 5 

v 13 

17 3 

1943 

13 05 

32 4 

1 97 

31 5 



1944 

23 64 

35 7 

1 60 

27 4 

1 04 

29 8 

1945 

30 93 

33 6 

2 04 

27 4 

1 22 

29 *L 


While it cannot be denied that Banking has been pro- 
gressing well in India, it is pointed out that certain im- 
provements are necessary, for the development hitherto 
has been lopsided and banks have concentrated m certain 
places unduly m large numbers, while some other places 
have no banking facility at all. 

In the first place, India is an agricultural country with 
the village as a unit and it is, therefore, necessary that 
Commercial Banks should open their branch offices m vil- 
lage produce-assembling centres as far as possible The 
Commercial Banks at present have a tendency to open 
their branches in bigger commercial and industrial centres 
or towns and compete with each other for business Some 
big cities like Bombay, Calcutta, and Madras have branches 
of all sorts of Banks It is only the Imperial Bank which 
has distributed its -branch offices m all produce-asemblmg 
towns as well as big commercial towns 

Percentage of Gash to total Deposits 


Australia (9 Banks) 

Canada (10 Charteerd Banks) 
USA 

England and Wales (London 
Clearing Banks) 

Imperial Bank 
Exchange Banks (m India) 


1938 

1939 

1943 

1945 

11 11 

' 10 51 

8 35 

6 54 

10 2 

10 2 

11 1 

13 80 

25 59 

20 02 

15 57 

10 8 

11 2 

10 5 


11 0 

24 9 . 

16 0 


10 0 

27 8 

28 5 
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Indian joint-stock banks should practise economy of 
management, and branch offices should not be opened mdi - 

crrmmately The test of a bank’s ^ lve ^ cy T ^ ot .^ t .gSdk 
ber of branch offices it has opened In India, JP™ 
banks are m the practice of opemng branch offices wit 
the object of attaining a conspicuous position 

The banks should take part adequately m the distribu- 
tion of manufactured and imported articles m the interior 
places It is true that, with the opening of sale-shops and 
branch offices by mdustnal concerns and importing houses, 
the petty trader and merchant has lost much of his busi- 
ness and, therefore, he no longer needs the same degree of 
assistance of banks, particularly in the matter of credit 
facilities as a stop-gap accommodation against his stock, as 
before Even so, the cheap bank credit would enable the 
petty trader of the village or town to hold on to business 
and smoothen the flow of manufactured goods to the ad- 


vantage of the consumers 

The joint-stock banks in each place should form them- 
selves into an association and regulate their business prac- 
tices, m the light of local circumstances, particularly m the 
matter of the rates of interest, etc Such an association 
would enable the banking offices of the place to develop 
to the advantage of all The race for attractmg deposits 
by paying even uneconomical rates of interest would then 
cease This particularly applies to smaller banks which 
have a great future m this country provided they ,are equit- 
ably distributed all over the country 

Each bank, or a number of banks together, should 
set up or have an Intelligence, Statistical and Research De- 
partment to study the economic and banking conditions in 
the country or even m the district or place where they are 
operatmg, and this will largely help them adjust their 
credit policies and the policy of opemng branches Fur- 
ther, they would be in a better position to advise their 
clientele in the matter of sale, purchase, and investment 
problems 



CHAPTER XI 


THE RESERVE BANK OF INDIA 


i / 

The need for a Central Bank: 

The need for a Central Bank to control and 
co-ordinate currency and c 2 edit was felt from a 
very long time Attempts made earlier had failed. 
With the publication of the Report of the Royal 
Commission on Currency and Banking (1925) the problem 
assumed importance once again A bill was introduced 
m the Central Assembly providing for the establishment 
of a Reserve Bank of India, but, after a great deal of con- 
troversy, particularly as to whether it should be a State 
Bank or a Shareholders* Bank, the bill was abandoned in 
1928 by the Government 

With the inauguration of the Federation m 1935 and 
the grant* of complete fiscal autonomy, it was considered 
that a Central Bank must precede such financial inde- 
pendence Hence the Reserve Bank of India Act was pass- 
ed, and it received the assent of the Governor-General m 
1934. 

The object of the Bank, according to the preamble to 
the Act, is 

(1) to regualte the issue of Bank Notes and the keep- 
ing of Reserves with a view to securing monetary 
stability in British India, and 

(2) to control the currency and credit system of the 
Country to its advantage 

The preamble to the Act does not lay down any mone- 
tary standard and the decision regarding it is left to a 
later date when international conditions would be clear. 


'Structure, Ownership, Control and Constitution: 

The Reserve Bank is a Shareholders’ Bank on the model 
of Central Banks of many countries/ having an autho- 


* The following Central Banks are Shareholders’ Banks . 

The Netherlands Bank, The National Bank of Belgium, geichs Bank of 
Germany, The Bank of Japan, The Bank of Norway, The Bank of Spnj^ 
The Bank of Portugal, The National Bank of Hungary, The National 
Yugoslavia, the National Bank of Roumania, The Bank o 
The South African Reserve Bank. 
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* 

nsed, and paid-up capital of Rs 5 crores The entire 
share capital, which is divided into 50 lakhs shares of Rs 
100/- each fully paid-up, is offered to the pubhc except 
shares of the face value of Rs. 2,20,000/- which have been 
placed at the disposal of the Central Government to be 
allotted to the Directors of the Central Board for holding 
qualification shares Every person domiciled m India or 
an Indian State or a company or a co-operative society re- 
gistered according to Indian Law can hold shares British 
subjects ordinarily resident in India but having domicile 
elsewhere in the British dominions, including the UK. and 
compames and societies registered m those dominions but 
having their offices m India can hold shares, provided the 
country in which such persons have permanent domicile 
and such companies have their head offices do not discri- 
minate against Indians Separate registers, of sharehold- 
ers are kept in Bombay, Madras, Calcutta, Delhi and Ran- 
goon, and initially shares have been distributed to these 
areas to be held by persons ordinarily resident m these 
areas to prevent accumulation of shares in the hands of 
persons of one area The initial allotment 'of shares was 
as follows (Shares worth)* 


Bombay 

Delhi 


RS. 

140 lakhs 
115 „ 


Rs 

Calcutta 145 lakhs 
Rangoon 30 „ 


Madras 


Rs. 

70 lakhs 


The Act prohibits a peison from holding shares m more 
than one register to achieve the same object But, since 
shares are transferable from one register to another, the 
shares are slowly moving to the Bombay register as can 
be seen from the following figures 

V 

Distribution of Shares showing dates and percentage of shareholders 



1-4-35 

31-12-30 

31-12 38 

30 0-40 

30 0 42 

30 0-44 

30-0-45 

Bombay 


28 0 

ISO 

22 3 

t 

200 

20 8 

1211 

19 8 

m 

18 4 

231 

18 0 

233 

17 4 

Calcutta 

145 

23 9 

131 

15 0 

123 

13 8 


12 8 

El 

fpH 

119 

11 0 

122 

10 8 

Delhi 

115 

23 0 

97 

10 7 

93 

14 9 

91 

13 7 

8G 

12 2 

85 

11 5 

88 

21 • 

Madras 

70 

It 0 

01 

9 7 

60 

8 7 

00 

8 2 

59 

7 7 ! 

55 

7 1 j 

£3 

6 8 

Rangoon 

30 

3 1 

20 

1 9 

18 

1 0 

19 

1 4 

17 

1 2 

9 

0 6 j 

9 

e e 


To prevent further movement of shares, an amend- 
ment Act was passed m 1940 by which it was laid down 
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that no person could hold shares of the total value of 
more than Rs 20,000 


The general superintendence and direction of the affairs 
of the Bank is entrusted to a Central Board of Directors 
consisting of 16 members, viz , (a) a Governor and 
two Deputy Governors appointed by the Central 
Government after consideration of the recommend- 
ations made by the Board in that behalf, (b) four directors 
nominated by the Central Government, (c) eight directors 
elected on behalf of the shareholders on the various re- 
gisters in the proportion of two directors each from the 
registers of Bombay, Calcutta and Delhi and one each 
from Madras and Rangoon registers, and (d) one Govern- 
ment Official nominated by the Central Government For 
each of the five areas there is a Local Board consisting of 
(a) five members elected from amongst themselves by the 
shareholders who-'are on the register for that area and are 
qualified to vote /and (b) not more than three members no- 
minated by the Central Board from amongst the share- 
holders on the register for that area In exercising the 
power of nomination, the Board is required to aim at secur- 
ing the representation of territorial or economic interests 
not already represented and, m particular, the representa- 
tion of agricultural interests and the interests of co-opera- 
tive banks It is interesting to note that there is no pro- 
vision for the representation of agricultural interests on 
the Central Board, though India is an agricultural country, 
as is the case in some Central Banks * It is true 
that there is no specific representation to any economic 
mterests as such, but, m practice, the business interests are 
generally represented by sheer force of circumstances This 
makes it all the more necessary that there should be re- 
presentatives elected from agricultural bodies 

In order to secure the independence of the Central and 
the Local Board and to ensure that they function free from 
political influence it is provided that no person can be a 


* It is worth drawing attention here to the fact that m some countries 
there is Statutory representation of specific economic interests on the Boards 
of Central Banks In Chile one director is to be nominated by the National 
Agricultural Society and the society for the encouragement of manufacturers 
acting jointly one by the Association of Nitrate producers and the Central 
Chamber of Commerce acting jointly and one by the Labour Unions in 
Peru one director is to be elected by the National Agricultural Societies, one 
by the Chambers of Commerce and one by the National Society of Indus n 
In Bulgaria four directors are to be elected by the Chambers of Commer , 
the Bourse and the Agricultural Boards (De Kock, Central Ban i g, 
pages 323>-24) 
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birector of the Central or Local Board who (a) is a sala- 
ried Government Official or a Salaried Official m a State 
in India or (b) is, or at any time has been, adjudicated 
an insolvent, or has suspended payment or has compound- 
ed with his creditors or (c) is a director of any Bank other 
than a Co-operative Bank or (d) is a member of the Cen- 
tral or Provincial Legislature (e) or is found lunitic or 
becomes of unsound mind Whatever the character of 
the Bank’s executive the Central Banks all over the world 
have been scrupulously following the dictates of their 
national Governments, reducing the question of contro- 
versy regarding the ownership of the Bank and the cha- 
racter of its executive to the level of academic discussion 
The Reserve Bank is prohibited from competing with 
the Commercial Banks in the matter of acceptance of de- 
posits from the public, or making loans to them either on 
mortgage of property or other security of immovable pro- 
perty or documents of title relating thereto, or draw or- 
accept bills payable otherwise than on demand or allow 
interest on deposits or current account, or become the 
■owner of immovable property except m so far as it is 
necessary for its own business purposes Nor can it engage 
in trade or otherwise haye a direct interest m any com- 
mercial, industrial or other undertaking except such in- 
terest as it may acquire un the satisfaction of any of its 
claims provided that all such interests are disposed of as 
early as possible It is also prohibited from purchasing its 
•own shares or shares of any other Bank or 'Company or 
g^tloans upon the security of any such shares 

The Bank is permitted to declare a dividend* of not 
more than 5 per cent after providing for certain items of 

bv P th After . P 5p n ? n f of dlvldend at the rate fixed 
account 0 ent> the balance § oes t0 the Government 

^ctionsof the Bank may be studied under (a) 
Central Banking Functions and (b) Other functions — * 

(A.) CENTRAL BANKING FUNCTIONS 
(a) The Issue of Bank Notes 

of th^issu^of f laS r+ en S lven sole monopoly 

be reflated 18 rec *«m»d that it should 

oe regulated by a Central Banking authority For +hi« 

per centbvTn Ordmancem 1943* CCnt WI 1942 The rate Was raised to 4, 
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mg Department In so doing, it has copied tile Bank of 
England The assets of the Issue Department consist of 
gold com, gold bullion, sterling securities, rupee com and 
rupee securities. Of the total assets, not less than 40 per 
cent under Law must consist of gold or Sterling securities, 
provided the value of gold bullion is not less than Rs 40 
crores m value. But, with the previous sanction of the 
Central Government, the Bank may hold 'gold com, gold, 
bullion or sterling securities of less than 40 per cent The 
value of gold is based on the Statutory valuation of 8 47512 
grams per rupee or Rs 21-3-10 per tola. The rupee com 
is to be valued at its face value and the Government Secu- 
rities at their market value for the time being The Ster- 
ling securities the Bank is permitted to hold m 
its Issue Department are limited to (1) balances held with 
the Bank of England, (2) Bills of Exchange bearing two- 
or more good signatures drawn and payable at any place 
m the United Kingdom and having a maturity of not ex- 
ceeding 90 days, (3) Government Securities of the United 
Kingdom maturing within five years 
/ 

(b) A Bankers’ Bank: ' 

The next important function of the Bank is the 
regulation of Banking The control is sought to 
be exercised by including m a schedule (Schedule II 
to the Act) a certain number of banks which maintain with 
the Reserve Bank a minimum balance of 5 per cent of their 
demand and 2 per cent of their time liabilities The banks 
entitled to be included m the Schedule and called as Sche- 
duled Banks must have capital and reserves of not less than 
Rs 5 lakhs The accumulation of these balances with 
the Reserve Bank places it m a position to use them freely 
m emergencies to support the Scheduled Banks themselves, 
m times of them needs as the lender of the l ast-resort To 
a certain extent, it is also possibleTor the Reserve Bank 
to influence the credit policy of the Scheduled Banks by 
means of open market operations policy, viz., by the pur- 
chase and sale of securities or bills m the market The 
Reserve Bank has another instrument m the form of the 
Bank rate, which it publishes from time to time The 
Bank rate of the Reserve Bank has remained at 3 per cent 
ever since its inception The relations of the RS 5 Srve~Bank 
m the banking system is confined to Scheduled Banks only, 
and the non-scheduled banks are 'outside the scope of 
action As far as the Scheduled Banks are concerned the 
Reserve Bank offers certain facilities These facilities are- 
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in regard to “Discounts and Advances” The provisions 
relating to granting Discounts and Advance facilities are 
as follows 


The Bank is authorised to purchase, sell and redis- 
count — 

(1) Bills of Exchange and Promissory notes drawn on, 
and payable in, India and ansmg out of bonafide 
commercial or trade transactions bearing two 01 
more good signatures one of which must be that 
of a Scheduled Bank and maturing withm 90 days, 
from the date of such purchase, sale or rediscount 
exclusive of days of grace 

(2) Bills of Exchange and Promissory notes drawn and 
payable m India bearing two or moie good signa- 
tures, one of which must be that of a ScneduJed 
Bank or a Provincial Co-operative Bank, and which 
are issued for financing seasonal agricultural opera- 
tions or the marketing of crops, and maturing with- 
in nine months of the date of purchase, sale or 
rediscount 


(3) Bills and Promissory notes drawn and payable m 
India foi holding or trading m Government Secu- 
rities beaiing the signature of a Scheduled Bank 
and maturing withm 90 days 

(4) Bills of exchange, including treasury bills, drawn 
m any place m the U K maturing withm 90 days, 
provided that no such sale, purchase or rediscount 
is made m India, except withm a Scheduled Bank 


, 1 au ^ orise d to grant loans and advances 

to Scheduled Banks repayable on demand or on the expiry 
of fixed periods not exceeding 90 days on the security of — 

(a) Stocks funds and Securities m which a Trustee 
is authorised to invest trust funds, 

(b) gold, silver or documents of title thereto, 

(C) bl 5 S °1 exchan g e or promissory notes as are eli- 
gble for purchase or rediscount by the Reserve 


(d) promissory notes of any Scheduled Bank or anv 
Co-operative Bank supported by flora- 
ments of title to goods which have been transfer- 
® , 0 or Fudged to the Bank as security for a 

transaction? f ° r bonafide commercial 

son?l n f 7 ° r the P ur P ose of financing sea- 
of cropf al operatlons « for the marketing 
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The policy which the Reserve Bank follows m dis- 
counting for, and making advances to, Scheduled Banks is 
laid down m a memorandum issued by it m 1938 In ex- 
tending credit facilities, the Reserve Bank stakes into con-' 
sideration not only the nature of the security offered to 
it but also the general character of the investments of the 
applying Bank and the manner in which its business as a 
whole is being conducted. In regard to agricultural cre- 
dit, as the Reserve Bank cannot advance directly to agri- 
culturists, it can extend credit facilities only through Sche- 
duled or Co-operative Banks 

Its discounts and advances are of a two-fold character 
First, the Bank can advance only for short periods on 
strictly banking principles, and, secondly, it cannot supply 
long-term credit to agriculturists as it can deal with bills 
of nine months’ duration only 

It must, however, be clearly understood that the Re- 
serve Bank is mot bound to re-discount eligible bills and 
Scheduled Banks cannot claim it as a matter of right 

Though the Reserve Bank has relations with the Sche- 
duled Banks only, i t keeps m touch with non-sc heduled 
Banks as well, inasmuch a s these ^Banks„are .likely to be- 
r»nmp Krherfrfled Banks when the c apital and reserves of 
the non-schedu led "Banks re ach the ,figure_of_Rs _.5_lakhs 
In' orderT'THerefore, to keep m touch with these Banks, 
the Reserve Bank requested the Central Government to 
amend the Indian Companies Act 'making it obligatory on 
these Banks to send three copies of their returns to the 
Registrars of Companies and Firms, so that the latter may 
send one copy to the Reserve Bank In practice, the non- 
scheduled Banks have been sendmg returns accordingly, 
though the number of such Banks sending returns has [de- 
clined m recent years 4 Further, the Reserve Bank offers 
advice to such of those as seek it It also offers remit- 
tance facilities! 

(c) A Banker to Government: 

In addition to the function of note issue and 
acting as a Bankers’ Bank, the Reserve Bank of 
India also acts as a Banker to Central and Pro- 
vincial Governments As a Banker to the Central Govern- 

* The number of non-scheduled Banks submitting cash reserve 
•under Sec 277{L) of the Indian Companies Act ( as amended in 1938 ) dwuidiea 
from 669 in 1939 to 530 m 1943 and thereafter improved to 613 in 1J44 

f See Appendix DT. 
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ment, it is obliged to keep moneys for account to the Sec- 
retary of State, the Central Government and the Provincial 
Governments and approved States and to make payments, 
upto the amounts standing to the credit of their accounts, 
respectively, and to carry out their exchange remittance 
and other banking operations, and the management of the- 
public debt The Bank has entered into separate agree- 
ments with the Central and the Provincial Governments 
setting out the terms on which it will transact their busi- 
ness Under the terms, it has to transact the business of 
the Central Government without remuneration and for 
floating the treasury bills it is entitled to receive commis- 
sion at Rs 2,000 per one lakh of rupees 

Provincial Governments started opening their accounts 
with the Reserve Bank of India after 1937 They are main- 
taining a minimum balance m cash with the Bank as per 
their agreements 

Both the Central and the Provincial Governments ob- 
tain funds by resort ing t o wavs and means ad vances to 
meeVT^^r|ry de ficits or b y the iss ue~df~l;rea sury~bills 
Some ProvmciaTXrovenments have floated loans through 
the Reserve Bank which has acted as the agent for several 
Provincial Govefmments ,for the purpose 


(d) Exchange obligations: 

As the Central Bank of the country, the Re- 
serve Bank is entrusted with the duty of main- 
taining the external stability of the rupee For this 
purpose it is required to buy and sell sterling within cer- 
tam limits fixed by the Act The Bank is obliged to sell 
on demand Sterling for immediate delivery at London at 
a rate not below 1 sh 5-6/49d Similarly, the Bank is 
under an obligation to buy sterling at a rate not higher 
an 1 sh 6-1 /3d * In either case the amo unt bought 

(Secs* ?1 l°, the Re ? e r e B f nk of 111418 Act passed on 8-4-1947 

E. \ r 421 statutory relations between the rupee and the sterling 
It -mu also the result of India’s partrap“t,™ ui the lnt2f 

ax one rupee— 8 47532 (gold) Blit India continues to have the lmh 

S3 1“ es,ro ” 01 SteSgBalSL m 

— .due to tnue « JSffXiSSSSSt 3ft 
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or sold should not be less than £10,000 As al- 
ready referred to, the Bank is under an obligation to meet 
the exchange requirements of the Government For 
this purpose it purchases sterling by means of weekly 
tender. The method of purchase of sterling in London 
affords the Bank a convenient method of transferring its 
funds to India during the busy season when there is usually 
a keen demand for remittance to this country, it, inci- 
dentally, tends to relieve the seasonal stringency m the 
Indian money market 

(B) OTHER FUNCTIONS 

In addition to the above Central Banking functions, the 
Reserve Bank performs a number of other functions be- 
sides, such as the extension of remittance facilities, clear- 
ing, supply of currency and com, etc 

The Reserve Bank is responsible for maintaining at 
Government Treasuries and Sub-treasuries, as well as at 
its offices, branches, and agencies, sufficient stocks of notes 
and coins for meeting the requirements of the Government 
■as also for providing reasonable remittance facilities to 
the public. For this purpose, all branches of the Imperial 
Bank and Government treasuries and Sub-treasuries m 
India having currency chest facilities, numbering about 
1300 (including Burma) are regarded as agencies of the 
Reserve Bank and are required to extend facilities to the 
Banks and the public at rates specified by the Reserve Bank 
with the approval of the Central and the Provincial Gov- 
ernments. 

The Reserve Bank manages clearing houses m prin- 
cipal cities like Bombay, Delhi, Madras, and Lahore on be- 
half of clearing Banks established m each place 

The Reserve Bank is required to convert notes of five 
rupees or upward into notes of lower value or other legal 
tender, m such quantities as, m its own opinion, are re- 
quired for circulation The Bank is obliged to issue rupee 
com on demand in exchange for com or notes 

Other Banking functions: 

The Reserve Bank is authorised to transact the follow- 
ing business 

(1) Keeping of balances with Banks m the U K (2) the 
issue of demand drafts payable at its own office or 
agencies (3) purchase or sale of Government .securities of 
the United Kingdom maturing within ten years (4) pur- 
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, chase and sale of securities of an Indian State or a local 
body, as may be specified by the Government of India, 
but the total value of such securities should not be moie 
r> 3/5ths of the liabilities of the Banking Department, m 
the case of securities maturmg after one year, its total 
value should not be more than 2/5ths of the liabilities of the 
Banking Department, and, in the case of securities ma- 
turmg after 10 years, the total value should not be more 
than l/5th of the liabilities of the Banking Department (5) 
’The custody of moneys, securities, and other articles of 
value, and the collection of proceeds, whether principal, 
mterest or dividend, of any such shares (6) ,It is also 
authorised to purchase and sell gold 

.Reserve Bank and Agricultural Credit* 

The Reserve Bank maintains an agricultural cre- 
dit department to study all questions of agricul- 
tural trade and co-ordinate the operations of the 
Bank in connection with agricultural credit and its 
relations with the Provincial Co-operative Banks and 
Any other Banks, Organisations engaged m the busi- 
ness of agricultural credit In making provision for the 
maintenance of this ‘ department, the Act may be stated 
to have followed the example of a similar provision m the 
Commonwealth Bank of Australia Act 

The Reserve Bank of India is authorised to grant re- 
discount facilities and grant loans to Provincial Co-opera- 
tive Banks in discharge of its function of granting agricul- 
tural credit As the Central Bank of the country, the Re- 
serve Bank cann ot lend to ag riculturists d irect o r advan ce 
large sums to Co-operative Banks or indigenous bankers 
for^beinglehT out to cultivators as a matter of course 
What the Reserve Bank is authorised to do by the Act is 
to re-discount agricultural bills resulting from agricultural 
operations or the marketmg of crops and maturing within 
nine months and endorsed by a Scheduled Bank or a Pro- 
vincial Co-operative Bank In other words, the Reserve 
Bank is authorised to rediscount agricultural bills already 
discounted by a Scheduled Bank or a Provincial Co-opera- 
tive Bank The Reserve Bank rediscounts such bills for 
Scheduled Banks and Co-operative Banks as per terms and 
conditions laid down m its Memorandum of 1938 Further, 
the financial accommodation which the Reserve Bank is 
authorised to give covers the following cases 

(a) Loans or advances against Government paper for 
ninety days to Provincial Co-operative Banks and 
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Central Land Mortgage Banks declared to be Pro- 
vincial Co-operative Banks and, through them, to 
- Co-operative Central Banks and Primary Land 
Mortgage Banks x 

(b) Similar loans and advances to Provincial Co-ope- 
rative Banks and Central Land Mortgage Banks 
declared to be Provincial Co-operative Banks and, 
through them, to the Co-operative Central Banks 
and Primary Land Mortgage Banks against ap- 
proved debentures of recognised Land Mortgage 
Banks which are declared trustee securities* and 
which are readily marketable. 

(c) Advances to Provincial Co-operative Banks for 
ninety days agamst promissory notes of Central 
Co-operative Banks and drawn for financing sea- 
sonal agricultural operations, or rediscount of such 
promissory notes maturmg within nine months 

(d) Loans and advances not exceeding mnety days to 
Provincial Co-operative Banks against promissory 
notes of approved co-operative marketing or ware- 
housing societies endorsed by Provincial Co-ope- 
rative Banks and drawn for the marketing of crops , 
or rediscount of such promissory notes maturing 
within nine months, or loans and advances on the 
promissory notes of Provincial Cooperative Banks 
supported by warehouse receipts or pledge of 
goods against which a cash credit or overdraft has 
been granted by the Provincial Co-operative Bank 
to marketing or warehouse societies 

But the Co-operative Banks desirous of getting finan- 
cial accommodation from the Reserve Bank should fulfil 
certain conditions which have been laid down m its Memo- 
randum of 1938 One of the conditions is that a Provincial 
Co-operative Bank should maintain with the Bank cash 
balances the amount of which should not, at the close of 
business on any day, be less than 2£ per cent of the de- 
mand liabilities and 1 per cent of the time liabilities of 
such a bank m India and that it should submit to the 
bank periodical statements prescribed for the purpose 

The benefit to the agriculturists of the credit faci- 
lities of the Reserve Bank is, therefore, largely dependent 
on the extent to which Scheduled Banks and Co-operative 
Banks are themselves interested m financing the agncul- 


* See page 35. 
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tural -needs, for it is to those institutions that credit faci- 
lities are given with the hope that they will extend them 
further to the cultivators Unless the co-operative move- 
ment plays an adequate part, the credit facilities offered to 
it by the Reserve Bank in the matter of rediscounts and 
loans, rarely reach the producers The Reserve Bank has 
made efforts recently to assist the Provincial Co-operative 
Banks by offering a rebate of 1 per cent on the bank rate 
m regard to advances made by it Yet few Provincial Co- 
operative Banks have taken advantage of the offer, partly 
because they have enough funds for themselves partly be- 
cause the Reserve Bank cannot lend for more than nine 
months, and partly because some Provincial Banks express 
themselves as unable to work under the restrictions impos- 
ed by the Reserve Bank 1 


The Reserve Bank and the Indigenous Bankers: f 

Section 55(1) (a) of the Reserve Bank of India Act re- 
quired the Bank to make a report to the Central Govern- 
ment, before 31st December, 1937, “on the extension of 
the provisions of the Act relating to Scheduled Banks to 
persons and firms, not being Scheduled Banks, engaged in 
British India in the business of Banking ” The persons and 
firms referred to in this section are usually known as the 
“Indigenous bankers ” Accordingly, the Reserve Bank ad- 
dressed a circular letter on 6th May, 1937, to all Scheduled 
Banks and indigenous bankers with a view to eliciting their 
opinion on the possibilities of linking the indigenous bankei 
with the Reserve Bank Very briefly, the Bank suggested 
that, if the indigenous bankers were to come into practical 
relationship with the Bank, they would be required to 
formalise their methods of business on lines approximating 
to 3oint-stock banks and, m particular, develop the deposit 
side of banking activities In the light of the replies re- 
£ rm ? lated rts <kaft scheme dated 26th 
f twl’ 1 2 3? fOT * hedlrect hnking of indigenous banks 

thP rJjftr?i eS R rV t Ban 5 based on the commendations of 
the Cental Banking Enquiry Committee The conditions 

laid down by the Reserve Bank were as follows 


1 W R Sattianathan, and J C Ryan, Co-operation, page 13 
Bank tStatUt0ry ReP ° rt ° f tbe Agricultural Credlt Department, Reserve 


B S 1 — 8 
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(1) They must confine then: business' to banking as 
defined by the Indian Companies Act.” 5 Any other 
business |they might be conducting should be 
wound up withm a reasonable time. 

(2) They must maintain proper books of account and 
have them audited by registered accountants, the 
Reserve Bank will have the right to inspect the ac- 
counts and call for any information necessary to 
determme the financial status of a banker. 

(3) They must file with the Reserve Bank periodical 
• statements prescribed for Scheduled Banks They 

must also, m the interest of their depositors, pub- 
lish the returns prescribed for banking companies 
by the Companies Act and be liable to the same 
penalties for non-compliance ' 

(4) The Reserve Bank will have the right of regulat- 
ing the busmess of the bankers on banking lines if 
and when necessary 

(5) During a period of five years from the date of their 
registration as private bankers in the books of the 
Reserve Bank, they will be' entitled to open an 
account at any of the offices of the Reserve Bank, 
and be otherwise subject to the same conditions as 
the Scheduled Banks, except that, during such 
period, they will not be required to furnish the 
compulsory deposits set out m section 42 of the 
Reserve Bank Act, unless any of their weekly 
statements discloses that their time and demand 
liabilities are five times or more m excess of their 
capital in the busmess 

(6) If an indigenous banker does not mcoroprate him- 
self under the Companies Act, his liabilities m res- 
pect of his' banking commitments will be unlimi- 
ted He should, therefore, state the amount of 

" capital he has available for banking business 
(Bankers with a capital of less than two lakhs need 
not apply) 

(7) When required, 1 they will have to indicate 

(a) the names and the extent of interest of their 
, business partner, if any, and 

(b) if any of the bankers is a member of a Hindu 
Joint family, the names and interest s of th e 

* See page 105 for definition of a Banking Company as per Indian Com- 
panies Act. 
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co-sharers In both the cases, statements will 
be required from the co-sharers that they are 
prepared to take their full share in the busi- 
ness and its liabilities 


(8) This scheme will be a tentative one for a term of 
five years, but, before the end of this period, the 
Reserve Bank will frame proposals for legislation, 
if it thinks fit, further to co-ordmate or regulate 
the position of the private banker It is likely 
that such legislation would take the form of a sepa- 
rate Bank Act as suggested by the Banking En- 
quiry Committee or otherwise to standardise and 
co-ordmate the status of these registered private 
bankers on lines in consonance with the Scheduled 
Banks 


(9) (1) If they satisfy the above conditions, they will 
‘have the privilege of rediscount with the Re- 
serve Bank against eligible paper, the right 
to secure advances against Government paper, 
and remittance facilities similar to those for 
the Scheduled Banks 

(2) If the Reserve Bank decides to take action 
on the lines here indicated, ^legislation will be 
necessary, and the indigenous bankers will 
then be called upon to make an application in 
the manner which may then be nresenherl 



~ j.r, _ "t, rr' y to xnese con- 

ditions, the Reserve Bank, m a communication to the 

Central Government, explained the reasons why it has not 
yet been found possible to recommend legislation for ex- 
tending to indigenous bankers the provisions of the 
Reserve Bank Act relating to Scheduled Banks 

The Reserve Bank in Action: 

Ad i? 31 *’ wl ? ch started functioning on 1st 

mtiSaotor,i„ h n per£orm , m S most Of its functions 
satisfactorily The presence of the Reserve Bank m the 

bankmg system has a salutary effect and has brought 

ter'of ttie m2 Ta * eS ' 3 ? e p ? cullar agricultural charac- 
fcashl A demands ade quate supplies of money 
^casn; during the busy season and its absence m the slack 

JfSJ* *° r wh J ch the Central Bunkmg sufiionty h2 

polity B^fora th? ^ °“ ? £ormulat ™g its monltay 
L r , J ^ Rese , rve Ban h was estabhshed the Im- 

P a 1 Bank was given loans upto Rs 12 crores from the 
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paper currency reserves to meet the demands for supplies 
of money m the busy season The fact that, despite this, 
the Imperial Bank almost failed where the Reserve Bank 
has since succeeded' is m itself a justification for the exis- 
tence of the latter It is true that it was dual control which 
existed that prevented the effective infusion of money when 
needed in the busy season, and it is precisely because the 
Reserve Bank combines and has control over both currency 
and credit it has succeeded Whatever may be the case 
the fact remains that the Reserve Bank has been able to 
follow a policy of cheap money and bridge the gulf m 
demands for money between the busy and the slack sea- 
sons It has also maintained the Bank rate at 3 per cent 
One has, however, to remember here that, ever since the 
Reserve Bank was established, easy money conditions have 
prevailed 

Reserve Bank and Control of Credit: 

As is provided m the preamble to the Reserve Bank of 
India Act, the function of the Bank is control currency and 
credit to its advantage The conti ol that a Central Bank 
is able to exercise on the monetary system largely de- 
pends upon the control that it is able to exercise 
on the constitu&ts of the purchasing power In 
all countries, not excluding India, token coins and 
currency notes form the bulk of the purchasmg power, 
the latter being more important than the former In . 
countries where banking has developed, the deposit cur- 
rency plays not an inconsiderable part In this case, pay- 
ments are made and received more by means of cheques 
than by means of actual cash and currency notes In 
recent years, m India, the currency notes and the bank 
deposits ' form the bulk of the purchasing power, insofar 
as they are used to a greater extent for making and receiv- 
ing payments The Reserve Bank has been given the 
monopoly of note issue to enable it to exercise control over 
the volume of bank notes. 


* The relative importance of deposit currency and notes can be seen 
from the following figures 

(Figures in Crores) 

Year 

Demand 

deposits 

Clearing House 
returns 

Notes 

issued 

Notes in 
circulation 


Es 


Bs 

Bs 

1935-36 

123 

1843 

192 

164 

1938-39 

129 

1974 


174 

1941-42 

211 

2684 


287 

1944-45 

585 

5279 

979 

968 
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Under the present reserve arrangements, the backing 
lor notes is a certain percentage of gold or sterling secu- 
rities and rupee securities But the notes are not con- 
vertible into gold Even the stocks of rupee coins are in- 
adequate to meet the demand for conversion of notes into 
corns The gold reserves are protected by making availa- 
bility to the public only in quantities of 400 oz , at a time 
Therefore, the issue of notes is not regulated with a view 
to encashment of notes, either in terms of rupees or in 
terms of gold The Sterling Securities which constitute a 
portion of the reserves are useful for meeting the external 
-obligations, though, on its basis, the volume of money 
could be expanded by issuing notes But the mcrease m 
Sterling Securities need not generally follow with an ex- 
pansion in the number of notes,* 1 though as historical acci- 
dent the increase m the sterling assets has been used during 
the war as a means of expanding the volume of bank 
notes Ordinarily, the expansion or contraction of cur- 
rency is brought out under section 33(1) by increasing the 
assets of the issue department As the assets of the issue 
department, excluding the Sterling Securities, are not much, 
it has limited significance *> ► " 


Coming to the question of control over deposit cur- 
rency, it can be said that a well-knit organised banking 
system is a necessity if the Central Bank has to control 
effectively the deposit currency In the first place, the 

c d 

** C N. Vakil, Out Sterling Balances, pages 29-30 
follows*— 6 RCSerVe BaQk ° f Indm ex P ands th e volume of currency as 

Department arehlld ° f Indla Act ’ tte assets of tbe Issue 

se~es 8 ° ld bUm ° D (C> trea^iry^Mlsa^d iterlmg 


z Tr e * «**-*« redu^r a ; 

department or by canceUaton of ad hoc til b ° th 158116 to the Banking 

ment Sometimes, currency t eNnandS b,Usheld m the Issue Depart! 
valuation of securities held in thrWDeparSTeS Cted ° Q aCC0Unt ° f 
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Central Bank of a country must have direct relationship 
with all the banking institutions operatmg in the country. 
Sometimes not all the banks operating m a country may 
, have direct relations with the Central Bank, such as keep- 
ing deposits with the Central Bank voluntarily or m the 
form of minimum reserves prescribed by law and redis- 
counting with the Central Bank, whenever their available 
funds are insufficient for their business 1 In our country, 
neither the Non-Scheduled Banks nor the mdigenous 
bankers have any direct relations with the Reserve Bank 
and consequently they are outside the radius of action of 
the Reserve Bank Secondly, even in /the case of Scheduled 
Banks the rigid percentage of 5 per 'cent and 2 per cent 
respectively of the demand and time liabilities which the 
Scheduled Banks are to keep with the Reserve Bank hardly 
enables the latter to control the Bank credit that may be 
expanded by these banks on the basis of the till money left 
with them, after making the above deposits Even m times 
when the Banks’ deposits swell beyond all proportions, 
the Banks deposit with the Reserve Bank only 5 per cent 
and 3 per cent, respectively, of their time and demand lia- 
bilities From out of what remains after allowing for 
deposits as above and the cash required for meeting the 
demands of depositors at a certain ratio the banks can. 
expand the volume of Bank credit without the knowledge 
of the Reserve Bank, the latter will come to know of it only 
when there is demand for cash against the expanded Bank 
credit or when credit is translated into currency notes 
which are likely to be depleted. In these circumstances, 
the Bank can hardly have any effective control over the 
expansion of Bank credit The Reserve Bank would be m 
a better position to influence the credit expansion policy 
by the Banks if it took power to change the percentage of 
time and demand liabilities and to insist on such being 
deposited as and when circumstances might warrant For 
example, when the deposits of the Banks increase, the 
Reserve Bank can insist on the Scheduled Banks_ deposit- 
ing a higher percentage of demand and time deposits and, 
at times when the Banks’ deposits are depleted, the Banks 
may be asked to deposit a lower percentage It will also 
be necessary for the Reserve Bank to create another classi- 
fication for those Banks having capital and reserves bet- 
ween Rs 1 lakh and Rs 5 lakhs, so as to be enabled. 


(1) De Kock, Central Banking, page 328. 
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to ask them to deposit a smaller percentage of their demand 
and time liabilities India is a country of small banks and it 
bids fair to be so for a number of years to come and, there- 
fore,' it will be necessary for the Reserve Bank to control 
and influence the credit policies of these banks * 


The Reserve Bank and the Money Market: 


The influence and control of a Central Bank on the 
money market depends upon various factors In the first 
place, the Central Bank of a country must ha\e direct 
relations with all the banks operating m the country As 
pointed out above, neither the Non-Scheduled Banks nor 
the indigenous bankers have any direct relations with the 
Reserve Bank, and this imposes a severe limitation on the 
power of the latter in controlling the credit pokey of 
these institutions In the second place, it all depends to 
what extent the money market is accustomed to rely on 
its own funds and on those borrowed from Banks Thirdly, 
the extent to which the Banks need financial accommoda- 
tion by way of rediscounts and loans from the Central 
Bank Setermines the influence of the Central Bank. 

Insofar as the dependence of the money market on 
the Reserve Bank as a lender of the last resort is concern- 
ed, it appears that Commercial Banks and indigenous 
bankers are not dependent upon it The volume of Com- 
mercial bills and hundis is not much Credit is 
made available to the market from their own re- 
sources The Commercial Banks have their own re- 


* WMe the time deposits of Scheduled Banks have not slioued an m- 
linnll T *5® mc * ea * e m demand deposits, in the case of Non..Scbeduled 
^ mcreased equally with demand deposits, shoving 
thereby that individual deposits are more in smaller banks, uhile m the 
bigger banks deposits are mostly of business concerns See pages 98-99 

Of !l" S Bank 


(In Crores of Rupees) 



Reserve Bank of India 

Commercial Banks 

1988-39 

1939- 40 

1940- 41 

1941- 42 

1942- 43 

1943- 44 

1 53 

2 8T 

97 

27 

68 

91 

4 86 

5 25 

3 84 

4 93 

2 18 

2 18 
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soiirces and, therefore, they are not dependent on 
the Reserve Bank for the creation of credit Further, 
smaller banks obtain accommodation from bigger commer- 
cial banks Such inter-bank lending has also tended to 
weaken ^ the control of the Reserve Bank over the money 
market ' It is true that, when bigger banks find their re- 
sources replete or inadequate, they call back the loans they 
have made or approach the Reserve Bank for financial as- 
sistance However, the creation of the Reserve Bank has 
coincided with the period of easy money conditions The 
time to assess the role of the Reserve Bank m relation to 
the money market is therefore hardly opportune 

Like all Central Banks, the Reserve Bank has two 
weapons m the form of (1) Bank rate and (2) open market 
operations policy The Bank rate is the rate at which 
the Reserve Bank grants loans on the basis of Government 
securities to Commercial Banks It is also the rate at 
which it undertakes to re-discount first class bills approv- 
ed by it for the later The extent to which the Bank can 
make its bank rate felt depends upon the extent to which 
banks depend on re-discount facilities If the banks refuse 
to borrow or re-discount the bills, it will not be effective 
Even in countries with highly organised banking institu- 
tions, the Central Banks may find it difficult to make the 
bank rate effective if the Banks do not co-operate In India, 

' dependence of the Banks on the Reserve Bank for finan- 
cial accommodation is not much, as, at present, easy money 
conditions are prevalent Even m ordinary tones, the 
crux of the question m India is to make the bank rate 
effective m all places, because different rates prevail m 
different places A uniform bank rate applicable to all 
markets m India is conspicuous by its absence, m some 
places, the same bank rate may be high and, m some places, 
it may be low 

Among other methods by which the Reserve Bank 
can, to some extent, control the monetary and banking 
systems, mention may be made of appropriate changes m 
the amount of treasury bills offered, m the amount of 
sterling purchased, and in the amount of money in circu- 
lation, but these methods are comparatively less effective 
and of limited applicability Thus, although' the Reserve 
Bank has been entrusted with most of the powers general- 
ly given to a Central Bank, its actual control is limited by 

(1) S G Panandikar, Banlnng m India, page 339. 
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■the pec uli ar character of the Indian monetary and bank- 
ing system 

The Reserve Bank has the power to resort to open 
market operations if it thinks that conditions warrant their 
application Central Banks resort to open market opera- 
tions, inter alia, to make the Bank rate effective, though 
the Bank rate operates m the mam, to regulate short-term 
money market Open market operations may be defined 
as those operations which are undertaken by a Central 
Bank on its own initiative m order to affect the volume 
of short-term funds (Central Bank credit) m 'the country 
by dealing directly in the market instead of using its in- 
fluence only indirectly, as, for example, by altering the 
price of supply 1 Section 18 of the Reserve Bank of India 
Act authorises the Bank m circumstances, when, m its 
opimon, it is necessary or expedient that action should be 
taken for the purpose of regulating credit m the interests of 
Indian trade, commerce, industry or agriculture, the Bank 
may 

(1) Purchase, sell, or discount any of the bills of ex- 
change and promissory notes which it is authorised 
to re-discount to Scheduled Banks and Co-opera- 
tive Banks only m ordinary circumstances, even 
though such bill or promissory note does not bear 
the signature of a Scheduled Bank or a Provincial 
Co-operative Bank, or 

(2) purchase or sell sterling in amounts of not less 
than the equivalent of one lakh of rupees, or 

(3) make loans or advances repayable on demand or 
on expiry of fixed periods not exceeding ninety 
days against the various forms of security as re- 
quired by that section (Sec 17 Clause 4) 

The success of these operations depends upon two fac- 
tors, viz , the resources the Central Bank has at its dispo- 
sal, and, secondly, the capacity and the responsiveness of 
the market m which they are sought to be carried out The 
resources of the Reserve Bank, consisting of capital and 
reserves, the floating deposits of Scheduled Banks, and the 
Government are considered inadequate for the purpose 
The market also is considered to be limited It is as yet 

point 7 ’ h ° WeVer ’ to P ronounce any judgement on this 

( 1 ) A Ramaiya, The Reserve Banh of India Act, Appendix, page 160 ~ 
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STATEMENT OF AFFAIRS OF THE RESERVE BANK OF INDIA. 

\ 

, „ Issue Department. 

Liabilities, v Assets, 

Notes issued. A. — Gold com and Bullion. 

In Banking Department. (a) Held in India 

In circulation. (6) Held outside India, 

Sterling Securities. 

, Total of A 

B. — Rupee Com 

Government of India Rupee- 
Securities 

Internal bills of Exchange and 
other Commercial papers. 

Total Total 

Ratio of Gold and Sterlmg Securities (A) to Note issued 


Banking Department 


Liabilities. 

Capital paid up 
Reserve Fund 
Deposits. 

(a) Government. 

(1) Central Govt of India. 

(2) Govt of Burma 

(3) Other Govt Accounts. 


( b ) Banks. 

(c) Others 
Bills payable 
Other liabilities. 


Assets 

Notes 
Rupee Com 
Subsidiary Com 

Bills Discounted 

(а) Internal 

(б) External 

(6) Govt of India Treasury bills. 

Balances held abroad 

Loans and Advances to Government. 

Other Loans and advances 

Investments 

Other assets 


Total 


Total 



CHAPTER XU 


MONEY, BILL, 'AND CAPITAL MARKETS 

A money market is a market for the borrowing and 
lending of short-term funds On the borrowmg side, there 
are the trade and industry and, on the lending side, there 
are the investing institutions like the Commercial Banks, 
Discount Houses, Bill Brokers, and, finally, the Central 
Bank as the lender of the last resort. A money market 
usually deals in trade bills, promissory notes, and Govern- 
ment paper The loans are made for short periods at low 
rates of interest and the investing institutions consider 
this kind of investment as liquid It is liquid, in the sense 
that cash could be realised at short notice, inasmuch as 
they are readily marketable and also because they can be 
sold without loss of money. 

A Central Bank influences the short-term money 
market by means of its Bank rate Sometimes it resorts 
to open market operations to support the Bank rate policy 
and to make the Bank rate effective However, the suc- 
cess of Central Bank to influence the money market de- 
pends upon whether the money market is organised or 
unorganised, and also on the connection the various con- 
stituents have with each other as well as with the Central 
Bank, and, above all, on how far the money market itself 
is dependent on the Central Bank for financial accommo- 


Indian Money Market- Its constituents and peculiarities: 
The principal constituents of the Indian Money Market 

T bankers > the Commercial banks, the 
Imperial Bank of India, the Exchange Banks, and the 
Reserve Bank of India In addition to the indigenous 
bankers, there are the Nidhis, chitfunds, and loan offices 
Bengal These constitute what is generally called the 

E Wh2 131 Ba ? of Indla ' the Exchange 
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Imperial Bank of India was a common link, m that both 
the Exchange Banks and the Commercial Banks had deal- 
ings with it Even the indigenous bankers had accounts 
with the Imperial Bank Though the Imperial Bank acted 
as a sort of a Bankers’ Bank, the Indian banks did not 
hesitate to consider it as their rival The Exchange 
Banks were a group by themselves and the Indian banks 
and businessmen often complained agamst them The 
result was that the money market was a loose structure 
And this could be described as the second feature of the 
Indian Money Market 

Before the Reserve Bank of India was established, 
there was no effective co-ordmation between currency and 
credit, so necessary for influencing the volume of money, 
if the supply of money is to be co-ordinated to the demand 
The reason was that currency was 6ontrolled by the 
Government, and the Imperial Bank, to some extent, in- 
fluenced the credit 

Even the indigenous part of the money-market is not 
homogeneous It is divided into Marwari, Multani and 
Gujeiati bazaars with different business practices and dif- 
ferent money rates The Indigenous bankers generally 
depend upon their own resources and it is only in the busy 
season that they generally seek the financial -facilities from 
the Imperial Bank of India and other Commercial Banks 
for discounting their hundis 

This explains the “confusion and chaos” in the rates 
of the money market The Central Banking Enquiry Com- 
mittee, commenting upon this observed, “The fact That a 
call money rate of 2 per cent , a hundi rate of 3 per cent , 
a bank rate of 4 per cent , a Bombay Bazaar rate for bills 
of small traders of 6 2 per ' cent and a Calcutta Bazaar rate 
for bills of small traders of 10 per cent can exist simulta- 
neously mdicates the extraordinary sluggishness m the 
movement of credit between the various markets” Ine 
following figures are further illustrative of the same 
feature 


Year 

Bank 

rate 
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Bank 
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Bombay Calcutta 
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Bombay Calcutta 
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5 
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7 

5 
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Another peculiar characteristic oi the Indian Money 
Market is the prevalence of monetary stringency and high 
rates during the busy season extending from November to 
June In this period, due to the movement of crops and 
raw materials from the interior to the Port towns and 
other distribution centres, the demand for money is felt 
and hence the rise m money rates Before the Reserve 
Bank was established, the Imperial Bank of India assisted 
the money market m the busy season by discounting 
hundis. To enable the Imperial Bank to do so, the Paper 
Currency Act provided for the grant of a loan to the Im- 
perial Bank upto Rs 12 crores against Inland bills of Ex- 
change With the increased cash of Government money 
m its vaults the Imperial Bank was able to assist the 
market by its discounts and loans policy Still it was of 
no avail The monetary stringency was attributed partly 
to the dual control of currency and credit and partly to 
the Government borrowing The following figuies are 
illustrative of the wide range of fluctuation m the money 
^ates 



Bank Rate 


Highest 

Lowest 

1024 

0 

{. 

1928 

7 


1033-34 

31 

3J 





With the establishment of the Reserve Bank of India, 
the Bank has followed a cheap money policy by keeping 
the Bank rate throughout at 3 per cent This has, to some 
extent, influenced the downward tendency m the money 


The Bank rate and its significance to the Money Maiket 

A Bank rate has great significance to the money mai- 
ket and varies with the intensity of the demand for, and 
the supply of, money The Imperial Bank rate varied m- 
SSL Wlt ii e Government cash balances which got 
depleted with the "busy season and began to swell m the 
slack season i What was most striking was that m 
busy season the funds were not enough 5 for the movement 

l ulSf" r ds m the sla <* season the money 

could not fetch any rate ot interest, unless the Government 

(1) G B Jathar, and S G. Beri, Indian Economics, Vol 2, page 392 
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operated the treasury bills and created scarce money 
conditions. 

/ 

Call Money rate: 

The call money rate is the rate for surplus money seek- 
ing investment for possible a minimum period of 24 hours 
As distinguished from the call money rate^ the Bank rate 
indicates the charge for the use of money for a specified 
period. While call money is repayable at the option of either 
the' borrower or the lender, the loans on the basis of Gov- 
ernment securities are repayable at the option of the boi- 
rower only Therefore, the Bank rate ought to be higher 
than the call money rate, as the rates for day-to-day loans 
are less than rates for those which are for a specified pe'nod 
In India, call money was sometimes unlendable at any 
rate in the slack season and it was unobtainable m the 
busy season even at or reasonably the bank rate. With 
the establishment of the Reserve Bank of India, relatively 
easy money conditions may be stated to have come to stay 

II 

There is no bill market in India It is not that bills 
are unknown to the people of this country. In fact, the 
use of bills or hundis were known to the people of India 
from very early times “The safety ;Of Hundis for travellers, 
as compared with the risk of carrying cash, must m itself 
have provided a good reason for the development of the 
hundi habit ” 

Before the establishment of the .Reserve Bank of India, 
the Imperial Bank was discounting the hundis for banks 
and indigenous bankers However, the banks preferred 
loans and advances to the discounting of hundis, for the 
loans could be paid earlier The Imperial Bank had two 
rates, one the hundi rate, and the other the bank rate The 
former was the rate for discounting the hundis and the 
latter was the rate for lending money on the basis of 
Government Securities The Central Banking Enquiry 
Committee, examining the question observed that there 
were many difficulties m the way of the development of a 
bill market in India One was the the heavy stamp duties 
which, the Committee recommended, should be reduced 
Another was that busmess-men in India preferred cash 
credits to discounting bills The third was that there were 
bills of different character in different provinces There 
was no distinction between a finance bill or a trade bill 
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However, the Central Banking Enquiry Committee hoped 
that, with the establishment of the Reserve Bank, trade 
and commerce would increasingly be financed by the use 
of bills 

Even after the establishment of the Reserve Bank of 
India, a bill market has not come into existence In the 
first place agricultural marketing, trade and commerce 
should be financed by means of bills Secondly, there 
must be special institutions lor discounting these bills, like 
the Discount Houses There must also be bill brokers 
There must be acceptance houses In the absence of these 
institutions, no bill market can come into existence The 
indigenous bankers can conveniently convert themselves 
into acceptance houses 


There are other factors besides which determine the 
successful working of a bill market A bill market can 
operate successfully if there is free sale of goods — the exis- 
tence of orderly marketmg When goods become sticky, 
and difficult to clear, bills become dangerous The Indian 
merchant or ryot, operating in an internal market con- 
gested with goods which do not meet a ready export sale, 
is a bad bank client 1 In fact, the demand for goods is 
not co-related to the supply by means of orderly market- 
ing withholding when prices fall, selling when prices rise 
and this constitutes the major handicap 


Even after the establishment of the Reserve Bank of 
India and the reduction of stamp duty on bills, a bill mar- 
ket has not come into existence Further, the Reserve 
Bank is authorised to rediscount eligible bills already dis- 
counted by the Scheduled Banks Still, of the 58 Sche- 
duled Banks operating m India at the end of 1943 there 
were as many as 23 banks which did not hold any figure m 
the bills portfolio or held bills amounting to insignificant 

C 1 °; opera i lve Banks are not taking ad- 
vantage of the facilities offered by the Reserve Bank 


III 

no distinction is made between the money 
market and the capital market, although it is so obvious 
? nncr 5 m capital maiket, the investments are of a 
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related, because ~the short-term rates influence the long- 
term rates Some authorities hold that changes m the 
long-term rate also bring about changes m the short-term 
market. 

In the long-term or capital market, there are, on the 
lending side, the public, investing house’s like insurance 
companies, trust associations, etc, and, on the borrowing 
side, there is the trade and industry The usual form is 
that the public or the investment houses subscribe to the 
shares or debentures In between these two, there are the 
share-brokers and underwriting houses The latter under- 
write or agree to sell the shares of the companies on a 
commission basis and thus enable the company to collect 
its capital They generally undertake to procure capital 
for newly floated companies by means of underwrit- 
ing the shares of such new compames. The share 
brokers not only underwrite shares, but they also act 
as intermediaries when the shares are sold from in- 
vestor to investor They have as their mam business to 
advise their clientele to purchase and sell shares, both of 
newly floated and of old 'companies In fact, short-term 
funds move from the money market to the share market 
and vice-versa, all depending on the yield of Government 
paper, the interest rates and the yield of industrial secu- 
rities 

Like the money market funds, funds to the capital 
market also come ultimately from national savings The 
annual national savings generally pass into various chan- 
nels like the post office savings bank deposits, life insu- 
rance premia, investment m companies’ shares and Govern- 
ment Loans 

The funds invested m the Government Loans and the 
Post Office Savings Banks and cash certificates are hardly 
available to industry, and, to that extent, the Government 
borrowmg acts as an active competitor to industry m the 
matter of getting capital It is true that, when the State 
increases its borrowing, it would reduce the incidence of 
taxation and thus afford relief to the existing industries. 
But, m any case, to the new industries, Government bor- 
rowing hardly helps 

Exact figures are not available to show the amount 
of annual national savings According to one estimate, 
the known national savings increased between 1929 to 
1938 by about Rs 210 crores, the annual savings being more 
than 23 crores The funds invested in companies mcreas- 
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ed only by 1805 per cent 2 This figure also includes the 
funds of banking companies, and only a part of the funds 
of the banking institutions is available to industry, A still 
another estimate calculated for the period between 1913 
and. 1932 placed the annual national savings at Rs 75 
crores 3 In recent years, the amount of annual national 
savings has increased enormously, as there are restrictions 
on investment in buildings, import of gold, etc Although 
it is doubtful whether the per capita national savings has 
increased, it can be safely assumed that the available 
national savings belong to those classes whose mam busi- 
ness is investment And to this extent, it follows, funds 
are available for investment in industry 


' It is not enough to say that funds are available for 
investment m industry We have to examine the organi- 
sation through which these savings pass to industry In 
India, we have no investment houses, nor has th e investor 
the benefit of a proficient and proper guide for making 
investment Apart from established commercial houses 
-and industrial establishments owners who constitute the 
investing public, there are a large number of small in- 
vestors besides a handful of investment trusts who would 
invest. It, however, takes a long time before the small 
mvestors come to have confidence m the industrial manaS- 
ment, and once they do that, there would be no trouble 
for mobilising capital for industrial development 
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BANK FAILURES AND BANKING LEGISLATION 

As in other countries Banks have failed in India also. 
Modern banking m India is only sixty years old and during 
this period banking has developed considerably It is no 
wonder that during the same period a large number of 
banks have failed 

An analysis of the causes of , bank failures m India 
will not be without significance Such an analysis would 
enable those interested m bankmg, and the Government 
of the country to know the way the Indian bankmg has 
gone wrong and to legislate upon matters necessary Fur- 
ther, Banks are delicate institutions engaged in mobilising 
national savings to be diverted towards productive acti- 
vities. Recent Monetary theorists have come to the con- 
clusion that the failure of the bankmg system (commercial 
banks) to gauge the econorinc situation and adjust their 
credit policies that have led to economic and monetary 
crisis Therefore, not only m the narrow interest of pro- 
tecting the shareholders and depositors, but also m the 
broader national interest banks need regulation In what 
manner and to what extent such regulation and control are 
necessary will be clear only by tn analysis of the causes 
of bank failures The Bank failures are not pecuhar to 
India Banks have failed in all countries The causes 
which have led to .bank failures have differed from one 
country to another and m the same country the causes 
which brought about bank failures m one decade are not 
the same which have brought about such failures m an- 
other decade 

The causes of Bank failures m India may be traced 
firstly to the structural defects and secondly to the gene- 
lal causes 

Structural defects arise either because of the inade- 
quate or the total absence of bankmg laws, m any countiy 
In the first place, when a bank is established under the 
provisions of Law, there should be laws governmg its ac- 
v tual working These relate, for example, to the amount 
of paid up capital it should have before it could commence 
business Further the law should also state how its funds 
will have to be invested, how it should prepare its balance 
sheet, the rights and duties of directors, 'their financial m- 
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terest in the company, the amount of money that it should 
keep in its vaults or m account with other banks to meet 
an emergency 


In the absence of such laws, banking companies were 
started m India with inadequate paid up capital Public 
deposits were invested in assets which could not be realised 
in times of difficulties, loans were given on inadequate or 
no security, and sometimes the banks’ funds were used 
for speculative busmess The result was the same m all 
these cases in that each one of these led to the collapse of 
the bank concerned Examples are there in the history 
of Indian banking to show how banks failed due to inade- 


quate paid up capital Of the total number of 86 banks, 
the failure of which was reported in 1939, as many as 30 
banks had a paid up capital of less than Rs 5,000 Of these 
30 banks as many 'as 3 banks had an authorised capital 
of Rs 1,00,000 and a paid up capital of less than Rs 2,000 

There are instances where individual banks failed either 
because the directors misappropriated the funds, or the 
manager or the managing director invested funds in his 
own business or practised dishonesty, or because the bank 
invested its funds where ^such investment was unwarranted 
or worked on low cash ratios But these are but isolated 
instances Even these have arisen out of the fundamental 
lack of organisation arising out of the absence of legal 
obligation compelling them to conduct banking business in 
a particular manner consistent with public interest 

This lack of legal obligation was visible in other coun- 
tries also In Bulgaria there was no banking law till 1930 
llie Banking Law was passed m 1930 In other European 
countries too at this time (1930) either new laws were en- 
acted or old laws amended and modified to suit the new 
economic set up created by the Great Depression 

The absence of such watch over banking institutions 
at any rate, tiL. lecently, and the absence of State policy 
to protect both the Banks arid the depositors are perhaps 
- factors which led to the establishment of unsound and un- 
economic banks, only to fail after some years 

j. , next structural defect which operated for bank 
S^c S f h M ariSe ^ out of a c °*fusion and mismidSsS 
SnV i° n he real nature and functions of a commercial 

short-tenn CO S r oflo^ te 

Commercial bankf advance long-term ere" 
d.te to agriculture and industry, they place theiSes m 
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a dangerous position. Though no commercial bank m India 
has financed longterm agricultural needs, some banks 
did furnish long-term capital to industrial concerns which 
led to their failure. 

In addition to these structural defects there are some 
general causes which bring about bank failures m India. 
A factor militating against the success of banking in India 
is the general lack of confidence m banking institutions. 
People look upon banks with suspicion generally and it is 
up to the Banks and those interested in the promotion of 
banking as a national occupation to restore confidence m 
the minds of the public While Bank failures are associated 
with periods of economic crisis in Western countries, m 
India banks fail and collapse due to false and alarming 
rumours about the stability and standing of the banks 
spread by interested parties. 

Generally m highly capitalist countries Banks fail be- 
cause they are unable to get out of the crisis following a 
boom period Such was the case m regard to Banks m 
the European countries during and after the Great De- 
pression. But m India Banks do not seem to fail on this 
account, for that would presuppose the existence of a 
well-knit banking system with an intimate relation with 
trading and commercial interests where the former would 
react to changes m trade and business conditions. Banks 
m India are for the most part moneylending institu- 
tions, barring a few prominent ones, doing such functions 
as granting loans on ornaments and jewels, a function 
really belonging to indigenous bankers or money lenders 1 
This probably explains why Banks m India have not 
failed m groups or large numbers at a time, Bank failures 
are a matter of isolated instances 

In recent years the failure of the Benares Bank and 
the Travancore National and Quilon Bank, particularly the 
latter, has awakened the Government as well as those in- 
terested in Banking, to the need for legislation for miti- 
gating the hardship caused by such failures to depositors, 
if not to prevent such failures altogether The responsi- 
bility of the Reserve Bank of India as a Bankers’ bank 
was the subject of considerable discussion when the Tra- 
vancore National and Quilon Bank failed to meet its o - 
ligation to its depositors In fact the opinion “was, and sti 
is, that the Reserve Bank of India failed in its duty as a 

(1) Report of Foreign Experts appended to the Report of the Central 
Banking Enquiry Committee (1931), page 625 
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Bankers’ Bank by lefusmg assistance to this Bank prior 
to conducting an enquiry into its affairs The Travancore 
National and Quilon Bank was a Scheduled Bank and as 
such it kept its deposits with the Reserve Bank as was 
required of all Scheduled Banks and if only because of 
this, it is argued, there was no reason why the Reserve 
Bank} being as it was, in the know of things should have 
stiffened its attitude when the question of financial assist- 
ance arose The refusal of the Reserve Bank of India to 
grant aid when the Bank required it was perhaps due 
inter aha to the fact that the Reserve Bank wanted to 
caution other banks thereby that they too must keep their 
slates clean and not seek Reserve Bank’s aid when in 
trouble, especially if brought about by their own mis- 
management merely because the Reserve Bank happens to 
be a bankers’ bank 

The number of Banks which failed in 1914 was 43, 
involving paid up capital of Rs 35 1 lakhs The number of 
Banks which failed in 1943 was 50 involving, a paid up 
capital of Rs 6 3 lakhs The largest number of Banks failed 
m 1940, the number bemg 102 and the least number failed 
m 1920, the number in that year bemg 3 In all from 

1913 to 1943, within a period of thirty years the total num- 

ber of banks failed was 964, involving a paid up capital of 
Rs 9632 lakhs 4 

The following table shows the failures of Banks since ' 

1914 — 
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The following table shows the failm c df Banks according 
to paid up capital . — ' 


< 

Year 

Banks with less than 

Rs 5000 as paid up 
capital. 

Banks with paid up capital 
between Rs 5000 & 

Rs 10000 
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Banks with paid up capital 
between Rs 20000& 

Rs 30000 
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Rs 40000 

Banks with paid up capital 
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Banks with paid up capital 
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Rs 100000 
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Total 

1939, 

30 

15 

8 

5 

* 7 

3 

6 

2 


86 

1940 

34 

17 

12 

7 

9 

2 

2 



95 
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19 

11 

9 

5 

3 

3 

2 



58 

1942 

13 

12 


5 

2 

1 

2 
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48 

1943 

16 

6 


1 

3 

2 
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50 

1944 

5 

2 


6 



2 
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22 

1945 

■1 

3 

H 

• 


1 

3 

H 

6 

24 


Life of Banks until paid up capital of less than 
Bs 5,000 


Year 

Less than 5 years 

More than 5 years 
hut less than 10 years 

1 

Banks with more- 
than 10 yeprs but 
less than 15 years 

1939 

9 

* 13 j 8 


II 

The need for regulating Banks in India was empha- 
sised for the first time by the Central Banking Enquiry 
Committee m 1931, though the need for such regulation 
had been felt from very early years. The Committee 
analysed the causes which led to failures of a large num- 
ber of Banks and came to the conclusion that such failures 
necessitated the enactment of a separate banking legisla- 
tion The Foreign Experts associated with the Committee, 
however, were not in favour of a special Act, though they 
recommended that the Indian Companies Act should be 
amended suitably for the purpose 

Accordingly, the provisions of the Indian Companies 
Act were amended m 1936 and additional provisions were 
included to meet the special requirements of Banking 
Companies Even these amendments were inadequate m 
certain respects. After the establishment of the Reserve 
Bank of India m*1935, and particularly after the Travan- 
core National and Quilon Bank, Ltd, a Scheduled Eank, 
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had failed, the question of legislating adequately to regu- 
late and control banking institutions assumed greater 
importance 

In 1939, the Reserve Bank of India addressed a letter 
to the Government of India .emphasizing the need for a 
comprehensive banking legislation m India The letter 
drew attention to the recent Bank failures and stressed 
the need for some sort of control to be exercised over them 
It also pointed out that, of the 1421 Non-Scheduled Banks, 
only 674 were submitting returns or maintaining cash 
balances as required by the Indian Companies Act, the rest 
claiming that they did not fall within the definition of 
banking companies, and their contention has been upheld 
by Courts Again, according to the Reserve Bank, the pro- 
visions of the Indian Companies Act were inadequate, m 
that they did not provide -a deterrent to banks in difficulty, 
and it was m such cases that the interests of the deposi- 
tors required to be specially protected Further, it was 
made out, Banks registered before the Indian Companies 
Amendment Act (1937) came into force contmued to call 
themselves as such, though they did not conduct busmess 
as defined in the Act and refused to comply with the pro- 
visions of the Act The Reserve Bank’s letter also drew 
attention to the poor capital structure of these banks 
which was evident from the fact that, out of 1421 Non- 
Scheduled Bankt, only 35 had capital and reserves between 
two and five lakhs of rupees The number of banks hav- 
ing capital and reserves between one and two lakhs of 
rupees was only 65, while 135 banks had capital and re- 
serves between Rs 1 lakh and Rs 50,000 

Finally, many of these banks worked on inadequate 
reserves, many employing most of their funds bv loans 
and advances on inadequate security, their investments m 
Gove rnment securities were small, m most cases they 
were merely moneylendm'g institutions The result was 
tae\fdSf an emer S enc y they had no second 

a bnve h S.t£^ ng ^ Com!pamcs B,U (M4S).— Following the 
the Government of India introduced a Bank- 

m S 1944 m TS e n ,?’ U m u the Central Legislative Assembly 

before it reuld be tetoup^CmhSl 0 ? 1 ” 1 * w stage ’ bu ^ 
bly was 'dissolved ST *£& BdU^f ASSem ' 

The Banking, Companies Bill (1946) A rwm 

Companies BUI on the same line's asVone ISSiSS. 
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earlier was introduced in the Central Legislative Assem- 
bly m March, 1946 The Bill was referred to a Select Com- 
mittee on 11th April, 1946, and the Select Committee made 
its report to the Assembly on 17th February, 1947. Even 
this Bill has been withdrawn following the statement of 
the Finance Minister m the Constituent Assembly (Legis- 
lative) on 30th January, 1948 

Saliant features of the Banking Companies Bill (1946) as 

amended by the Select Committee: 

In the first place, the Bill defined Banking clearly. 
Bankmg was defined as “the accepting, for the purpose of 
lending or mvestment, of deposits of money from the pub- 
lic, repayable on demand or otherwise, and withdrawal 
by cheque, draft, order or otherwise. The Bill also laid 
down that no Company other than a Bankmg Company 
shall accept deposits. Though the bill prohibited Bank- 
ing Companies from engaging in trading activities they 
were permitted to do all legitimate business such as “clear- 
ing and forwarding of goods on behalf of customers and 
such other business as are essential for conducting bank- 
mg business.”'' 

Secondly the bill laid down certam capital standards 
for new banks as well as for existing banks if the latter 
had to open new branches. The Banking Companies (Re- 
striction of Branches) Act passed in 1946 regulates to some 
extent the opening of branches by the established banks, 
m that the Act lays down that prior consent of the Re- 
serve Bank of India is required for a bank to open a new 
branch office. However, the Bill of 1946 went further in 
many respects. The capital requirements of the Bill as 
amended by the Select Committee were as follows. 

A Bank rgistered and having its principal place of 
business outside British India should have a capital and 
reserves of not less than Rs 15 l^khs, it must have an addi- 
tional capital of Rs 5 lakhs if it has an office either at 
Bombay or Calcutt a or at both places Banks registered 

* It is interesting to note that m the Banking Bill of 1945 and in the origi- 
nal bill referred to above, banking had been defined as “the accepting ot 
deposits repayable on demand ” The Indian Companies Act as amended m 
1936 defines a bankmg company as a company which carries on as its princi- 
pal business the “accepting of deposits of money on current account or other- 
wise, subject to withdrawal by cheque, draft or order Both under the Indian 
Companies Act and the Bankmg Bills of 1945 and 1946, Banks are permitted 
to do other businesses which- are incidental to bankmg busmess Further 
Sec. 277G of the Indian Companies Act restricts the busmess of a Company 
which adds to its name the word “bank”, “banker”, or “bankmg” to the busi- 
ness of accepting deposits of money on current account subject to "withdrawal 
by cheque, draft or order . 
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and having their principal offices of business m British 
India should have capital and reserves of not less than 
Its 10 lakhs, if they have offices in more than one ‘region’, 
they should have an additional capital of Us 5 lakhs if 
they have offices either at Bombay or Calcutta or in both 
the places Where a bank has all its offices in one ‘region’, 
not necessarily m one Province with no Office either at 
Bombay or Calcutta, it must have a capital, and reserves 
of Rs 1 lakh, m addition it must have Rs 10,000 for 
each of the branch office established in the same distuct 
where the bank has its prm'cipal place of business, and 
Us 20,000 for each of the branch office established outside 
the district but within the same province In. any case 
such a bank need not be required to have more than 
Rs 5 lakhs" A Bank is required to have Rs 50,000 if it 
has a smgle office, if it opens another office it is required 
to have another Rs 50,000 Where a Bank has all its offices 
m one Province and has one or more offices at Bombay or 
Calcutta it must have a capital of Rs 5 lakhs, and Rs 25,000' 
in respect of each such office outside Bombay or Cal- 
cutta In any case such a bank need not have more than 
Rs 10 lakhs- It may be stated that the Banking Law of 


, A “ example would make the position dear A Bank registered 
the Madras Province may be having 50 branches distributed as follows 
Madras City (Head Office) Rs i lnlrh 

10 offices in the same district Rs \ lakh 

40 offices outside the District but within the 

same Province Rs 8 lakhs 


in 


n , _ , Rs 10 lakhs 

However, such a Bank is required to have a minimum of Rs 5 lakhs 

, PS 8 ® ll ^ efoTe * y as amended by the Select Committee and the Bill of 

1U45 defined the capital standards as follows 

„ No Company after the commencement of this Act shall commence or 

ear^y on business in British India unless it has a paid up capital and reserves 
■ot the aggregate value — 

no ^ ^ ess thanRs 20 lakhs if it has a place of business in India outside 
232S StT h ? s ^principal place of business or ifithasiLp“ 

(i) &«2S^SSiiS25“ “ ntlsh or macaseto which Clsusc 

outta plus Ve lakhS 0f 1111,603 rt has any plaoe of busmess at Bombaylor Cal- 
or cl 6 L^°J akhs of mpe ? s m tcs P ect of town (other than Bombay 

tt P0pulatl0n of ovcr WWOO m which it has n any?E 

m toTm ' ' w " a 8 e or ^ar locality 

clause^”? da^%?is h a T1 SwL a i, banUD8 com P an y to which only sub- 

»■** cap,,., and 3 WS' * 
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Bulgaria enacted in 1932 also laid down capital standards 
for Joint-stock Banks. 

Thirdly the Bill prohibited the employment of man- 
aging agents by banking companies, as also a person, who 
was engaged m any other business or vocation,. or whose 
remuneration was m the form of share or profits in the 
concern or persons whose remuneration was dispropor- 
tionate according to the normal standards prevailing m 
Banking busmess to the resources of the Company Whe- 
ther the remuneration was disproportionate or not was to 
be decided by the Reserve Banki* 

Further a person who was a director of one bank was 
prohibited from becoming a director of another The Bill' 
prohibited the making of unsecured loans to directors or 
firms or private companies in which the director was in- 
terested as a director, partner or managing agent Banks 
were also prohibited from holding the shares of Companies 
m which the director of the bank was interested as a 
manager or managing director. Where a bank had made 
unsecured loans to public companies m which the directors 
were interested, the bank was required to submit to the 
Reserve Bank monthly statements relating to such un- 
secured loans so that the Reserve Bank might scrutinise 
and issue instructions either imposing restrictions or ban- 
ning such transactions altogether It may be stated that 
the Banking Law of Chile enacted m 1932 limited severely 
the amount of credit that might be granted by banks to’ 
directors and employees 

The Bill prohibited a Banking Company from declar- 
ing dividends before it had written off its capitalised 
expenses Further every Banking Company, scheduled or 
non-scheduled, was required to set apart not less than 20 
per cent of its, profits to the Reserve Fund before dividends 
were declared till that Reserve Fund reached the figure 
of paid up capital ’ - Again, Banks were prohibited from 
making a charge on unpaid capital - "" The Bill provided 
that every Banking Company, scheduled or non-scheduled, 
should maintain by way of reserves in cash with them- 
selves or in an account opened with the Reserve Bank 


* See Secs 277H & 277HH of the Indian Companies Act 
* " See Sec 277K (2) of the Indian Companies Act 
See Sec 277 J of the Indian Companies Act 


+*M' 
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2 per cent of the time and 5 per cent of the demand 
liabilities 

, The bill provided for inspection of banks by the Re- 
serve Bank either at the initiative of the Government or 
at their own initiative In any case, the bill provided, that 
the repQrt made by the Reserve Bank of India should be 
made available to the bank concerned 

The Bill further provided that the balance sheets of 
the banks should be prepared m the prescribed manner * 

Under the provisions of the bill, all banks were re- 
quired to take licence from the Reserve Bank of India. 
The existing Banks were allowed to take the licence with- 
in six months from the date of the commencement of the 
' Act Further the provisions of the bill were made appli- 
cable to the Imperial Bank of India m matters not covered 
by the Imperial Bank of India Act The bill empowered 
the Reserve Bank to suspend the provisions of the bill for 
a period of 30 days, and Government of India, under the 
bill, was permitted to suspend its provisions for -a period 
of one year 

As said above, the bill was withdrawn with the per- 
mission of the Assembly on 30th January, 1948 A new 
bill was introduced in the Constituent Assembly (Legis- 
lative) on 22nd March, 1948 


The Banking Companies Bill (1948) —The mam fea- 
tures of the bill are as follows (1) a comprehensive de- 
finition of Banking so as to brmg within the scope of the 
legislation all institutions which receive deposits, repayable 
on demand or otherwise for lending or mvestment, (2) 
prohibiting non-banking companies from acceptmg deposits 
repayable on demand, (3) prohibition of -trading with a 
view to eliminating non-banking risks, (4) prescription 
of minimum capital standards, (5) limiting the payment 
Ov dividends, (6) inclusion in the scope of legislation of 
banks incorporated or registered outside the provinces of 
India, (7) introduction of a comprehensive system of 
icensing of banks and their branches, (8) prescription of 
a speei 1 iorm of balance sheet and conferrmg of powers 
o n the Reserve Bank to call for periodic al returns, (9) 

tnmo 1 nt 7L ° f1 ^ eIndjan Com P anies Act required of Iv xm-Scbeduled Banks- 
to maintain cash reserves m cash, a sum equivalent to at least one Z Tuoie 

per cent of the time and 5 per cent of the demand liabilities Tins a 
does not apply to Scheduled Banks liabilities This section 

** See Appendix TV 
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inspection of the books and accounts of a bank by the Be* 
serve Bank, (10) empowering the Central Government to 
take action against banks conducting their affairs m a man- 
ner detrimental to the interests of the depositors; (11) 
provision for bringing Reserve Bank of India into proposal 
touched with Banking Companies, (12) provision of an 
expeditious procedure for liquidation; (13) bringing the 
Imperial Bank of India within the perview of some of the 
provisions of the bill, (14) widening the powers of the 
Reserve Bank of India so as to enable it to come to the 
aid of banking companies in times of emergency, (15) 
provision for the extension of the Act to the acceding 
states 

When the above bill is passed and becomes an Act 
India would be having a comprehensive banking legisla- 
tion for the first time 



APPENDIX L 

RECENT DEBT LEGISLATION IN BOMBAY. 

The Bombay Agricultural Debtors* Relief Act (1947) 
provides for scaling down compulsory debts not exceeding 
Rs 15,000 of cultivating agriculturists. 

The aid of the Act may be invoked in two ways. 
Either the debtor or the creditor may apply to the Court 
for the adjustment of debts, or the debtor and his creditor 
or creditors may come to a settlement and apply to the 
Court for recording and certifying such a settlement 

Firstly, the act enables the debtor or the creditor to 
submit to the Court a written application m a prescribed 
manner before a certain date for the adjustment of his 
debts When such an application has been made, other 
creditors like the Government, local , bodies, co-operative 
societies and Scheduled Banks are also required to 
state the amount of the 'debt due to them and the amount 
they are' willing to remit The debtor and his creditor or 
creditors have also to submit statements of accounts to 
the Court, in a prescribed manner It is provided by the 
Act where in respect of a certain debt no application is 
made, the debt shall be deemed to have been extinguished 

Secondly, the debtor and his creditor or creditors may 
arrive at a settlement m respect of any debt due by the 
debtor to the creditor or creditors, and in such a case, the 
debtor or any of his creditors may make an application to 
the Court to record and certify such a settlement When 
such an application is made the Court is empowered to cer- 
tify the same if it thinks that the settlement is just and fair 

Except in a case whei^e the transaction took place 30 
years before 30th January, 1940, and settlement had been 
arrived at between the debtor and his creditor or creditors 
to which the debtor or the person through whom the lia- 
bility is derived, had given his written consent by putting 
his signature to such a settlement, in the case of all other 
debt transactions for the adjustment of which an appli- 
cation has been made either by the debtor or his creditor 
or creditors, the Court is authorised to enquire into the 
history and merits of the case and take accounts between 
the parties and determine the amount due to each of the 
creditors at the date of the application applying the fol- 
’owmg rules 
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* 

In arriving at the amount of debt and mterest due 
to the creditors, the Court will make separate accounts of 
^principal and interest The amount actually received by 
the debtor will be deemed as the principal amount and in- 
terest is that amount awarded/ under any decree or order 
of a competent court. Where it is not clear and it would 
not be possible to separate principal from the interest 
amount, then two-thirds and one-third of the debt amount 
awarded by such decree or order will be deemed to be the 
amount of principal and interest respectively. 

(2) In the case of transactions which commenced be- 
fore 1st January, 1931 the Court will take accounts upto 
the date of the institution of the suit calculating simple 
interest at the rate agreed to between the parties or 12 
per cent per annum whichever is the lowest on the balance 
of the amount actually due on the date of the institution 
of the application. Then the principal and mterest amount 
so arrived at will be reduced by 40 per cent and the re- 
duced amount will be considered as due. 

(3) In the case of transactions commencing after 1st 
January, 1931 and before 1940 the Court will take ac- 
counts calculating the interest at the agreed rate between 
the parties or at 9 per cent whichever is the lowest on 
the balance of the amount due on that date and the prin- 
cipal and interest amounts thus arrived at will both be ' 
reduced by 30 per cent and the reduced amount will be 
deemed to be the amount due on the date of the institution 
of the adjustment proceedings 

(4) In the case of transactions which commenced on 
or after the 1st January, 1940, m the account of interest 
there will be debited to the debtor simple interest on the 
balance of the principal for the time being outstandmg at 
the rate agreed upon between the parties, or at the rate 
allowed under any decree passed between the parties, or 
at a rate not exceeding 6 per cent per annum whichever 
is the lowest 

After taking the accounts as said above the Courts will 
proceed to determine the particulars of the property be- 
longing to the debtor, the value of the said property, par- 
ticulars of any incumbrances on that property and the 
paying capacity of the debtor 

In the evaluation of the property of the debtor, the 
property or assets which are exempt from attachment under 
Civil Procedure Code will not be taken into account Fur- 
ther, the amounts due as land revenue or tax payable to 
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•Government or any othei sum due to it by way of loan or 
otherwise, or any tax payable to a local authority or any 
other sum payable to such authority by way of loan or other- 
wise, or any sum due to a co-operative society, or any sum 
advanced solely for the purpose of financing of crops, or 
any sum due under a decree or order for maintenance 
passed by a competent court, or any sum due to a Sche- 
duled Bank will be deducted. 

After ascertaining the debtor’s paying capacity which 
has been fixed by the Act as 60 per cent of the value of 
all the property of the debtor, the debts will be scaled down 
further as follows 

• (1) If all the debts found due by a debtor after taking 

accounts are unsecured, they will be further scaled down 
•pio-rata to the paying capacity of the debtor 

(2) If all the debts found due by a debtor after tak- 

ing accounts are secured debts, and the total amount of 
■such debts is more than 60 per cent of the value of the 
property belonging to the debtor, such debts will be fur- 
ther scaled down pro-rata to the paying capacity of the 
debtor , 

(3) If the debts found due by a debtor after taking 
accounts are s both secured and unsecured and if the total 
amount of the secured debts is more than 60 per cent of 
the value of the property on which such debts are secured, 
the secured debts will be further scaled down pro-rata 
to 60 per cent of the value of the property on which such 
debts are secured and the unsecured debts will be further 
scaled down pro-rata to 60 per cent of the value of the 
-other property belonging to the debtor over which no debts 
are secured 


After determining the amount of debts scaled down as 
said above the Court will make an award and arra ng e for 
payment according to the priority fixed by the Act The 
payments will have to be made in not exceeding 12 in- 
stalments Where during the course of the adjustment 
proceedings the court finds that the property of the debtor 
is insufficient to enable the debtor to pay off the debts 
m 12 instalments, it will declare the debtor an insolvent 
In fixing the instalment, the Court will take mto con- 
sideration the net annual income of the debtor The net 
annual income is to -be arrived at after deducting (1) such 
sums as may be necessary for payment of the liability, 
if any, imposed on the debtor under a decree or order for 
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maintenance passed by a competent court, (2) such sum. 
as may be considered necessary for the maintenance of the 
debtor and his dependants, (3)" the sum required by the- 
debtor to pay the assessment and taxes m respect of the 
current year to Government and local authorities and to 
pay off the loans borrowed for the financing of crops 

After scaling down the debts if it is found that the 
debts of the debtor exceed half the value of the debtor’s 
immovable property, the Court will ascertain from the cre- 
ditors whether they would be willing for further scaling 
down to an amount equal to half the value of the debtor’s 
immovable property. If they agree, the Court will call 
upon the debtor to pay off the debt within one month or 
within such time as it may grant to the debtor. If the 
debtor does not pay the Court will make an award direct- 
ing the primary Land Mortgage Bank situated m the local 
area or if there is np such primary land mortgage bank m 
that area, the Bombay Provincial Land Mortgage Bank to 
pay the creditors m cash the debt as finally scaled down 
or if the creditors so desire in bonds issued by the Bombay 
Provincial Land Mortgage Bank, such bonds bemg gua- 
ranteed by the Provincial Government, for such amount 
m full satisfaction of all the debts due to them from the 
debtor The Court will further direct that such amount 
will be charged on all the immovable property of the 
debtor. 

With the enactment of the above Act, the Debt Adjust- 
ment Boards created under the Bombay Agriculturists 
Debtors’ Relief Act of 1939 have been dissolved and pend- 
ing cases have been transferred to the courts for disposal 
as per the Act of 1947. 
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Relevant Sections of the Indian Companies Act as amended 
* in 1936 relating to Banking Companies 

Sec 277F. A ‘Banking Company* means a Company which 
carries on as its principal business the accept- 
ing of deposits of money on current account 
or otherwise, subject to withdrawal by cheque v 
draft or ordei, notwithstanding that it enga- 
ges m addition m any one or more of the 
following forms of business, namely - - 

(1) borrowmg, raising or taking up of money, 
the lending or advancing of money either 
upon or without security, the drawing, 
making, accepting, discounting, buying, 
selling, collecting and dealing m bills of 
exchange, hundies, promissory notes, cou- 
pons, drafts, bills of lading, railjvay re- 
ceipts, warrants, debentures, certificates, 
scripts, and other instruments, and secu- 
rities whether transferrable or negotiable 
or not, the granting and issuing of letters 
of credit, travellers’ cheques, and circular 
notes, the buying, selling and dealing in 
bullion and specie, the buying and selling 
of foreign exchange including foreign bank 
notes, the acquiring, holding, issuing on 
commission, underwriting and dealing m 
stock, funds, shares, debenture stock, 
bonds, obligations, securities and invest- 
ments of all kinds, the purchasing and sell- 
ing of bonds, scripts and other forms of 
securities on behalf of constituents or 
negotiating of loans and advances, receiv- 
ing all kinds of bonds, scripts or valuables 
on deposits or for safe custody or other- 
wise, the collecting and transmittmg of 
money and securities, 

(2) acting as agents for Governments or local 
r authorities or for any other person or per- 
sons, the carrying on agency business of 
any description other than the business of 
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a managing agent (of a company not being 
a Banking Company) including the power 
to act as attorneys and to give discharges 
and receipts, , 

(3) contracting for public and private loans 
and negotiating and issuing* the same, 

(4) promoting, effecting, insuring, guarantee- 
ing, underwriting, participating m Manag- 
ing and carrying out of any issuer— public 
or private, of State, Municipal or other 
loans or of shares, stock, debentures, or 

. debenture stock of any company, corpora- 
tion or. association and the lending of 
money for the purpose of any such issue, 

(5) carrying on and transacting every kind of 
guarantee and indemnity business, 

'(6) promoting or financing or assisting m pro- 
moting or financing any business under- 
taking or industry, either existing or new, 
and developmg or forming the same either 
through the instrumentality or syndicate 
or otherwise, 

(7) acquisition by purchase, .lease, exchange, 
hire or otherwise of any property immo- 
vable or movable and any rights or privi- 
leges which the Company may thmk 
necessary or convenient to acquire or the 
acquisition of which in the opinion of the 

_ company is likely to facilitate the reali- 
sation of any securities held by the Com- 
pany or to prevent or dimmish any appre- 
hended loss or .liability, 

(8) managing, selling, and realising all 
property movable and immovable which 
may come into the possession of the Com- 
pany m satisfaction or part satisfaction of 
any of its claims, 

* (9) acquiring and holding and generally deal- 
ing with any property and any right^ title 
or interest in any property* movable or 
immovable which may form part of the 
security for any loans or advance or which 
may be connected with any such security, 

(10) undertaking and executing trusts, 
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(11) , undertaking the administration of estates 

as executor, trustee or otherwise, 

(12) t akin g or otherwise acquiring and holding 
shares in any other company having ob- 

. jects similar to those of the Company, 

(13) establishing 'and supporting or aiding in 
the establishment and support of associa- 
tions or institutions, funds, trusts and con- 
veniences calculated to benefit employees 
or ex-employees of the company, 

(14) the acquisition, construction, mainten- 
ance '■and alteration’ of any building 

of the Company, 

(15) selling, improving, managing, etc, 
with any of the property of the Company; 

(16) acquiring and undertamg whole or any 
business when such busmess is of a 
nature enumerated or described m this 
section, 

(17) doing all such other things as are inci- 
dental or conducive to the promotion or 
advancement of the busmess of the Com- 
pany 

Limitations of activities of Banking Company 1 

Sec 277G. (1) No Company formed after the commence- 
ment of the Indian Companies (Amend- 
ment) Act 1936 for the purpose of carrying 
on busmess as a banking Company or 
which uses as part of the name under 
which it proposes to carry on busmess the 
word ‘bank’, ‘banker’, or ‘banking’ shall be 
registered under this Act unless the memo- 
randum limits the objects of the Company 
to carrying on of the busmess of accepting 
deposits of money on current account or 
otherwise subject to the withdrawal by 
cheque draft or along with some or all of 
the forms of busmess specified in Sec 277F. 

(2) No Banking Company shall after the ex- 
piry of two years from the commencement 
of this Act shall carry on any form of busi- 
ness other than those specified in Sec 277F* 
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Provided that the Central Government 
may, by notification in the official 
Gazette, specify m addition to the business 
set forth m clauses (1) to (17) of Section 
277F other forms of business, which it may 
be lawful under this section ior a banking 
company to engage m 

Banking Company not to employ managing agent 

Sec. 277H. No banking company shall after the expiry of 

two years from the commencement of the - 
Indian Gompames , (Amendment) Act, 1936, 
employ or be managed by a managing agent 
other than a banking company for the manage- 
ment of the Company 

Sec. 277HH. No banking company, whether incorporated 
m or outside British India, which carries on 
busmess in British India shall, after the expiry 
of two years from the commencement of the 
Indian Companies (Amendment) Act, 1944, 
employ or be managed by a managing agent, 
or any person whose remuneration or part of 
whose remuneration, takes the form of com- 
mission or a share in the profits of the com- 
pany, or any person having a contract with the 
company for its management for a period ex- 
ceeding five years at any one time 
Provided that the period of five years shall, 
for the purpose of thisv section, be computed 
from the date on which this section comes into 
force, 

Provided further that any such contract may 
be renewed or extended for a further period 
not exceeding five years at a time, if and so 
often as the directors think fit 

Restriction on commencement of business and conditions 
v for carrying on busmess by banking company. 

Sec. 2771. Notwithstanding any thing contained in Sec 103 
no banking company incorporated under this 
Act on or after the 15th day of January 1937 
shall commence business unless shares have 
been allotted to an amount sufficient to yield a 
sum of at least fifty thousand rupees as work- 
ing capital, and unless a declaration duly veri- 
fied by an affidavit signed by the directors and 
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the manager that such a sum has been receiv- 
ed by way of paid up capital has been filed with 
the registrar 


Prohibition of charge on unpaid capital. 

Sec. 277J. No banking company shall create any charge 
upon any unpaid capital of the company, and 
any such charge shall be invalid. 


Reserve Fund: Cash Reserves 


Sec. 277K (1) Every banking company shall, after the 

commencement of the Indian Companies 
(Amendment) Act, 1936, maintain a reserve 
fund 


(2) Every banking company shall out of the 
declared profits of each year and befoie 
any dividend is declared transfer a sum 
equivalent to not less^ than twenty per 
cent of such profits to' the reserve fund 
until the amount of the said fund is equal 
to the paid up capital 

(3) A baking company shall invest the amount 
standing to the credit of its reserve fund 
m Government securities or m securities 
mentioned or referred to m section 20 of 
the Indian Trusts Act, 1882, or keep depo- 
sited in a special account to be opened by 
company for the purpose in a scheduled 
bank as defined m clause (e) of section (2) 
of the Reserve Bank of India Act, 1934* 
Provided that the provision of the sub- 
section shall not apply to a banking com- 
pany incorporated before the commence- 
ment of the Indian Companies (Amend- 
ment) Act, 1936, till after the expiry of 

two years from the commencement of the 
said Act 


Sec 277L (1) Every banking company shall maintain bv 

way of cash reserve m cash a sum equiva- 
lent to at least one and a half per cent of 
the time liabilities and five per cent of the 
liabilities of such company and 

SSL all T h the reglstrar 2K 

tenth day of every month (three copies of) 
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a statement of the amount so held on the 
Friday of each week of the preceding 
month with particulars of the time and 
demand liabilities of each such day. 

(2) For the purposes of sub-section (1) “de- 
mand liabilities” means liabilities which 
must be met on demand, and “time liabi- 
lities” means liabilities which are > not 
demand liabilities. 

(3) Nothing m this section or m section 277K 
shall apply to a scheduled bank as defined 
in- clause (e) of Section 2 of the Reserve 
Bank of India Act, 1934 

(4) If default is made in complying with the 
requirements of section 277G, section 277H, 
“section 277HH, section 2771”, section 277J, 
section 277K or section 277M or with the 
requirements of this section as to the 
'mamtamance of a cash reserve, every 
director or other officer of the company 
who is knowingly and wilfully a party to 
the default shall be liable to a fine not ex- 
ceeding five hundred rupees for every day 
during which the default continues, and 
if default is made in complying with the 
requirements of this section as to the fil- 
ing of the statement referred to m sub- 
section (1), to a fine not exceeding one 
hundred rupees for every day durmg which 

• the default contmues 

i 

Restriction on nature of subsidiary companies 

Sec. 277M. (1) A baniong company shall not form any 

subsidiary company except a subsidiary 
company formed for the purpose of under- 
taking and executmg trusts, undertaking 
the administration of estates as executor 
trustee or otherwise and such other pur- 
poses set forth m section 277F as are inci- 
dental to the business of accepting depo- 
sits of money on current account or other- 
wise 

(2) Save as provided m sub-section (1)> a 
banking company shall not hold shares m 
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any company whether as pledgee, mort- 
gagee or absolute owner of an amount ex- 
ceeding forty per cent of the issued share 
capital of that company 

Provided that nothmg in this sub-section 
shall apply to shares held by a banking 
company before the commencement of the 
Indian Companies (Amendment) Act, 1936 

t 

Sec. 277N. (1) The Court may on the. application of a 
banking company which is temporarily 
unable to meet its obligations make an 
, order staying the commencement or conti- 

nuance of all actions and proceedings 
against the company for a fixed period of 
time on such terms and conditions as it 
shall think fit and proper and may from 
time to time extend the period ' 

(2) No such application shall be maintainable 
unless accompanied by a report of the 
registrar 

Provided, however, the Court may, for 
sufficient reasons, grant interim relief, even 
if the application is not accompanied by 
such report 

(3) The registrar shall for purposes of his 
report be entitled at the cost of the com- 
pany to mvestigate the financial condition 
of the company and for such purpose to 
have the books and documents of the com- 
pany examined by an accountant holding 
a certificate issued under section 144 
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Remittance facilities offered to Scheduled Banks 
by the Reserve Bank of India 

Under the Scheme of remittance facilities m India and 
Burma introduced by the Reserve Bank of India from the 
1st October 1940, a Scheduled Bank is entitled to remit 
money by mail or telegraphic transfers between the ac- 
counts kept by* its offices, branches, sub-offices and pay 
offices at any office, branch or agency of the Reserve Bank 
m India as follows — 

( 1 ) (a) An amount of Rs 10,000 or a multiple there- 

of, between 'its accounts at the offices and 
branches of the Reserve Bank free of charge, 

(b) once a week an amount of Rs 5,000 or a mul- 
tiple thereof to the principal amount which 
it maintains with the Reserve Bank from any 
place at which it has an office, branch, sub- 
office or pay office and at which there is an 
agency of the Reserve Bank, free of charge, 

(c) other remittances and principal amount sub- 
ject to a charge of 1 64 per cent and also sub- 
ject to a minimum charge of Re 1, and 

(d) other remittances between accounts main- 
tained at the Reserve Bank or its agencies 

Upto Rs 5,000 . . 1/16 per cent, (minimum Re 1) 

Rs 5,000 or over . 1/32 per cent (minimum Rs 3/2) 

(n) In addition telegraphic transfers and drafts m 
favour of third parties are issued, subject to the 
limits on drawings on Treasury agencies, at the 
following rates — 

Upto Rs 5,000 . 1/16 per cent (minimum Re 1) 

Over Rs 5,000 . 1/32 per cent, (minimum Rs 3/2) 

Actual telegram charges are charged in addition 
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form OF balance sheet 

Bank, Ltd 

, cw at December 
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Bills for collection being bills receivable as per Loans, Advances, Cash Credits and Overdrafts 

contra . ... (Less provision for bad and doubtful debts) 

( 1 ) Payable m British India (i) in British India 

(u) Payable outside British India . (n) outside British India . 
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Rcpiars to Bank’s Propeity 
Stationery, Printing, Advertisements, etc 
Other Expenditure 
Balance of Profit 


INDEX 
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Acceptance Houses, 131 
Agricultural Credit needs, 15 
Agricultural Finance Sub-Committee, 
recommendations of, 48 
Agricultural Credit and the Reserve 
Bank, 48, 54, 120 
Apex Banks, 30, 31 
Arthasastras, 5 

Bank failures, 134 
Bank rate, 102, 110, 124 
Banking Companies Bill, 139, 143 
Banking, the present position of, 10 
Basu, S K., GO 

Bombay Agriculturists’ Debt Relief 
Act, (1939) 46 

Bombay Agricultural Debtors’ Relief 
Act (1947), 145 

Bills discounted by Commercial 
Banks, 101 
Bill Market, 130 

— causes for the absence of, 131 

Call Money, 130 
Capital Market, 132 

— and Government Loans 
Cash Ratio, of Commercial Banks, 104 
Chit funds, 52 

— and Commercial Banks, 100 
Commercial Banks, 

— legal basis, 94-95 
— business of, 96 
— and agriculture, 50, 100, 135 
— and industry, 63, 96 
Cooke, C N., 6 

Co-operative Primary Society, ^7 
— Structure & Sources of capital, 27 
— business of, 28 
Co-operative Central Banks, 
—Structure, 28 
— business of, 29 

— relation with Joint Stock 

Banks, 29 
Co-operative 

Provincial Banks, 29 
Structure of, 30 
busmess of, 31 
and the Reserve Bank, 115 
Co-operative Marketing Societies, 54 
Cottage Industries, 

— financial needs of, 71 
— and the Government, 72 


Damdupat, the Law of, 5, 43 
Debt Act, 1, 45 


Debt Adjustment and Co-operative 
Societies, 41 

Debt Conciliation Acts, 43 
— Conciliation Boards, 44, 45 
— Relief Courts, 45 
Dharmasastras, 5 
Dhamjog 24 
Dekhandar, 24 
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Deposits 

- of Commercial Banks, 98 


East India Company, 6, 10 
English Agency Houses, 6 
Exchange Banks (foreign), 73 
—business of, 70 
— complaints against, 79, 80 
Exchange Banks & 

the Imperial Bank, 74, 82, 86 

—the internal trade, 79 
—restrictions on, 81 
Exchange Banks, 

—and the Central Bank Enquiry 
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83 
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Firmanjog, 24 
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finance, 52 

. — industrial development, 5o 


llton- Young Commission, 91 
indu Jurisprudence, 5 


ligenous bankers, 21 
—resources of, 22 
—business of, 22, 24 

—interest rates of, 23 1iy 

-and the Reserve Bank, 25, 117 
—and the money market, -5, l - 
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-and small scale industries, 2o 

ipenal Bank 
—its constitution, 
before 1984, 84 
after 1934, 88 

—its business, 86 „ Q 

-and the banking system 89 
—and the money market, 91, 
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Indian Famine Commission, S3 
Industrial Credit needs, 39 
Industrial Commission, 59 
Industrial Finance Corporation pro* 
posal for, G5 

Industrial Finance Corporation 
Bill, 67 

Industrial Finance Corporation, 

— constitution, 68 
— working, 68, 69 
Industrial Finance and 
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Industrial Finance and the Central 
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